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TUESDAY, JULY 15, 1952 


Untrep Srares SENATE, 
SUBCOMMITTEE ON TAXATION OF THE SELECT 
CoMMITTER ON SMALL Bustness, 
Cleveland, Ohio. 


‘Lhe subcommittee met, pursuant to notice, at 10 a. m., in the Matner 
room, Allerton Hotel, Cleveland, Ohio, Senator John Sparkman 
(chairman) presiding. 

Present: Senator Sparkman. 

Also present: Walter B. Stults, assistant staff director, and Charles 
Brush, Office of Small Business, NPA. 

The Cuamman. Let the committee come to order. 

Let me say very briefly that we have been holding these hearings 
or similar hearings in different sections of the country for the last 
several months. We in the Senate Small Business Committee have 
felt very strongly that there was a real problem in connection with 
smal] business with reference to the impact of the tax load. We feel 
quite certain that there will be a tax bill next year, a tax-revision bill, 
and we want to be prepared to present to the appropriate taxing 
committees of Congress certain recommendations with reference to 
revision of taxes as they apply particularly to small business. That’s 
our purpose in going around to different sections of the country. 

It has been my pleasure to attend some three or four of these hear- 
ings. Other members of the committee have attended hearings in 
other parts of the country. I suppose this meeting just about ends 
our series, or have we one more? 

Mr. Stvuuts. One more in Dallas. 

The CuatrMan. We have one more in Dallas, Tex., and that will 
conclude the series of hearings. Based upon these hearings, we hope 
to prepare a report which will be presented to Congress when it 
reconvenes in January; and, based upon that, we are hopeful that we 
may be able to make some headway with the taxing committees if and 
when the new tax bill is initiated. 

I am very glad to be here in Cleveland, very glad to have you 
gentlemen here; and, without further ado, I will ¢ all the first w itness, 
who is Mr. Robert S. Morrison. 


TESTIMONY OF ROBERT S. MORRISON, MOLDED RESIN FIBER CO., 
ASHTABULA, OHIO 


The Cuarrman. Mr. Morrison, for the benefit of the record. will 
you state your name, your business connection, and your address, 
please? Then just proceed in your own way. 
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Mr. Morrison. My name is Robert S. Morrison, of Ashtabula, Ohio. 

I am president and owner of Molded Resin Fiber Co., Ashtabula, 
a corporation engaged in custom molding of Fiberglas-remforced 
plastics. I also am president and majority stockholder of Reinforced 
Plastics Corp., which was formed in 1951 to produce reinforced-plastic 
flat sheet. 

For the purpose of this discussion, I shall consider small businesses 
that are owner-managed and that are engaged in manufacturing. I 
shall try to show what effect the present F ederal taxes have on these 
small businesses, both specifically in my own case and generally. 

The Fiberglas-reinforced plastics industry is a very new industry. 
While growth has been rapid in the production of corrugated sheets, 
fish rods, and reinforced- plastic parts for military use, it has not 
been nearly as rapid in the production of consumer, commercial, and 
industrial products as those familiar with the exceptional physical 
properties of the material believe it should. In January of 1950, I 
confidently predicted that Molded Resin Fiber Co., which was then 
and still is the largest producer of custom-molded reinforced plastics 
in the industry, and the industry both would produce five times as 
much in 1953 as in 1950. T made a list of needed new equipment and 
capital improvements, and proceeded to spend $85,000 in 1950 for 
plant expansion. This planning and spending was done on the tax 
rates in effect in early 1950. I expected that about 35 percent of this 
could be paid for out of the 1950 earning plowed back into the busi- 
ness, about 20 percent from depreciation charges, and the balance, 
amounting to about $47,000, would be borrowed from Ashtabula banks, 
using both the corporate credit and my personal credit as security. I 
felt this bank debt could be retired from increased earnings in 1951 
made possible by the large plant expansion and the expected growth 
of the industry. We expected also to be able to continue plant 
expansion in 1951 and 1952 

What happened to these plans for paying for this capital expan- 
sion’ There is no need to tell you, but before I give you the figures 
I want to give you a brief corporate history of Molded Resin Fiber 
Co. The corporation was formed early in 1946 under another name 
to operate a Ford garage. Original net worth was $25,000; 1946 
earnings before income taxes were about $24,000; and 1947 earnings 
before taxes were $34,000. No dividends have been paid on its stock 
at any time. In early 1948, I decided to sell some of the corporate 
assets and go out of the garage business. Garage-operating profits 
and sales profits brought the corporate net worth above $100,000 at 
that time. In place of the garage business, I took over a bankrupt 
plant in Ashtabula which had been built after the war to produce 
molded-pulp products. TI tried to produce pulp products, but was 
not successful, and by the end of the 1948 fiscal year the corporate 
net worth had dropped to $70,000. In early 1949, I decided to abandon 
pulp products altogether and use what plant equipment that was 
adaptable for the production of Fiberglas reinforced plastics. The 
specialized pulp equipment was sold at a small fraction of its 
original cost. The corporation continued to lose money for the first 
half of 1949, but volume picked up very considerably late in the 
year, so that the year ended with only a very small loss, and with 
current operations quite profitable. New orders on hand at the 
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beginning of 1950 were very high and very encouraging. During 
1948 and 1949, 1 had drawn no salary from the corporation. 

The above brief corporate history brings us back to the question 
of financing the 1950 capital expansion of $85,000. 

I pointed out that most of the pulp equipment we had to junk; 
so I had to buy new equipment. I might say that the Molded 
Resin Fiber Co. is the only producer of custom-reinforced plastics 
for commercial and production use—let us say nonmilitary use. 

In December of 1950 Congress passed a retroactive excess-profits 
tax, which took a 77-percent bite out of some of the 1950 earnings 
and promised to take an 82-percent bite out of part of 1951 and 
1952 earnings. Instead of being able to pay for 35 percent of the 
1950 capital improvements from 1950 earnings, taxes took away 
about $10,000 more than planned for that year alone, leaving $57,000 
to be financed by bank loans; and, with the new tax rates and 
with inflated inventory and labor costs taking more working capital, 
it will take through 1953, with careful management, no dividends, 
and no further capital sepetnien, to pay off money borrowed for the 
1950 capital expansion program alone. 

One may ask: “How does the plight of this one company and 
this one individual affect the entire reinforced-plastics industry and 
the welfare of the Nation/” First, let us consider the Nation; 
new jobs and opportunities are needed for 500,000 more Americans 
every year. With most ane industries and their mass-produced 


products having reached a near market-saturation point, it takes 
new industries and new bidet to continue providing economic 
welfare for these 500,000 Americans. Any policy which even tem- 


porarily interrupts the establishment of new industries and the devel- 
opment of new products will result in a depression a few vears hence. 
Further, only growing companies can expand their earnings and 
their taxpaying ability ; so, total taxes collected will not continue to 
increase, 

You have heard many, many sound reasons why the present tax 
policies, especially corporate excess profits taxes, are seriously inter- 
fering with the maintenance of an ever-increasing standard of living 
in America for everyone. I shall not continue to elaborate on this 
here. 

First, 1 want to discuss the effect on the reinforced-plastics industry 
itself. The production of high qui ality, low cost, custom-molded rein- 
forced plastics is the most difficult job in the entire pl: istics industry. 
There are too many variables needing close control. Top management 
must be right on the production line every day. Remote contro] by 
management far removed from actual daily production is not sue- 
cessful. (For about 9 months, from June 1951 to April 1952, we tried 
to run a plant in Chicago as an additional plant that had been set 
up by others prior to our taking it over. We had to give it up, and 
the plant is now being liquidated piecemeal.) In the average large 
corporation, the top management is too far removed from actual pro- 
duction, and too busy with other problems to be able to know the daily 
production problems of reinforced plastics, and to make the on-the- 
spot decisions, equipment investments, and changes necessary to keep 
production running steadily and profitably. Ata meeting held here 
in Cleveland in May, an engineer for a very large corporation which 
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is doing some military work in reinforced plastics stated: “I do not 
think you can survive if you follow ‘big-company’ practices in this 
industry.” We feel to be successful in this field one must specialize 
entirely on it to the exclusion of all other types of production. 

Many large corporations have tried, and more are trying to get 
into the production of reinforced plastics. The field appears to have 
a tremendous future. Fiberglas-reinforced plastic has been built up 
by publicity stories in Business Week and other publications as a 
“wonder material,” which it is not, and top management of large 
corporations have sent instructions down the line to get into its pro- 
duction. We do not fear the long-term competition of these large 
firms. What we do fear and feel is the temporary but very serious 
price competition we get from these large concerns who underbid 
us on a particularly attractive reinforced-plastics molding job. Why 
do they underbid us on one job, and how cau they do it? They do it 
to get one job for experience, and to be able to show prospects that 
they are actually in the business. They can take the job at a loss 
because the rest of their business, in an entirely different field, is 
operating at a profit, and they are paying an excess-profits tax. So, if 
they take a job for experience and prestige and lose $50,000 on it, 
the loss comes off the top of their income, subject to a 82 percent tax, 
or possibly 70, and they are out of pocket only $9,0000, with the 
Treasury Department losing the other $41,000. We cannot meet this 
kind of “spot” competition, as we have to make our living from the 
reinforced-plastics industry only. We feel sure that the large cor- 
poration, having taken a flier in the reinforced-plastics field, will 
probably drop out after its miserable showing, as many have done 
in the past, but in the meantime these loss leaders are rough on us. 

As an example of this, we produce a number of products for a large 
corporation that has many divisions and plants. ‘They have a plas- 
tics division which has to compete with outside companies to get Sass. 
ness from other divisions of the same company. Last fall they ob- 
tained orders for two new products on which we also had bid. Two 
weeks ago three of their engineers visited our plant to see if we could 
help them. Their production on these parts was running up to 60 
percent scrap, and finishing costs on the good products were twice 
as high as they estimated. The main reason: lack of specialization 
in this field, both in personnel and equipment, It will take them 
weeks to get the decision needed, and many months to make the changes 
and get the proper equipment. Maybe the decision will be to drop 
production of reinforced plastics. Big corporations are not flexible 
enough for this peculiar new industry. By way of further explana- 
tion, Molded Resin Fiber Co. is the only volume producer of custom- 
molded reinforced plastics for commercial and caeentanal use that has 
no other source of corporate income or is not subsidized in any way. 
It is estimated that Molded Resin Fiber Co. does over 50 percent of 
the nonmilitary custom molding of reinforced plastics in the industry. 
Some concerns specializing in high-priced low-unit-volume military 
work have been very successful in the last 18 months. 

Now, to get back to the statement that we do not expect large cor- 
porations in general to become major permanent producers of re- 
inforced plastics, if this is true, where does it leave the industry? 
In the hands of a bunch of small fry even smaller than myself. Most 
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small fry have very little available capital, so they must try to get 
some investors. Certainly, the present excess-profits tax discourages 
investment in new spec ulative ventures w hich, even when established, 
will be too small to have an established market for their securities. 
(Big speculative investors are primarily interested in capital gains 
through marketable securities.) Further, inheritance taxes make in- 
vestments in small corporations with unlisted securities quite unattrac- 
tive to large investors. (More about inheritance taxes affecting small 
business later. ) 

So, because he cannot attract enough investors, the small fry puts 
together a few pieces of inadequate equipment and far too few dollars 
and hopefully enters the reinforced plastics industry. If he works 
hard enough and has excellent breaks, he may get rolling, but just 
when he does the Tres usury Department takes most of his earnings 
needed so badly just to put his concern in a sound financial condition 
and to keep his relative position in the industry. 

One further point that affects all small business, but particularly 
the reinforced plastics industry : A small successful business is usual- 
ly a one-man or a two-man organization. Molded Resin Fiber Co. is 
a two-man organization. Neither of us has had any vacation at all 
since we started in the reinforced plastics industry. This does not 
bother us, except our families, as we like our work. What does bother 
is that there are no other technical men available for us to hire, so 
we must try to attract properly educated men available for us to 
hire, so we must try to attract properly educated young men with 
talent but no experience and train them in our plant. Young men are 
impatient, and a small organization with relatively young men at the 
top seems to offer far less opportunity than the big cor porations. ‘Too 
many young people are far more interested in security, vacations, 
pensions, and keeping their collars white than in opportunities earned 
by hard work. Since the present tax situation prevents the growth of 
a small company, we really do not have much with which to attract 
the kind of young men we should have. The lack of ability to get and 
keep good junior executives is one reason why so many owner-managers 
of snscteskal small businesses sell out to large corporations. Give the 
small, growing business a tax break in two ways and this situation 
would ch: ange. 

I want to speak about a type of person whom I shall call the vanish- 
ing American. No, he is not an Indian. There were hundreds of 
thousands of this type 30 years ago. Now there are tens of thou- 
sands, and in the next business generation the type will almost dis- 
ms foe 

#t’s look back into economic history to see who this man is. He’s 
the fellow who had a better idea oy a better product, and decided 
to invest his own money 7 time in producing this product. By 
working hard year after year, and plowing back all his earnings above 
modest living expenses, he c sol 1 make a small business into a medium- 
sized business, and once in a while into a really big business. While 
he still owned the assets of the business, these productive-earning 
assets meant far more in income and taxes to the local community and 
to the Nation than to the nominal owner. Many a small or medium- 
sized town owes its entire existence to the hard work, courage, thrift, 
and foresight of a single individual. 

98399—52—pt. 2—-—2 
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Many things have made this country great—great natural resources, 
free trade between all the States, freedom and education for the in- 
dividual—but the greatest single driving force has been men of this 
type, the entrepreneurs risking their time and capital to provide 
needed products and services for a growing Nation. Profit for men 
of this type has not been the main motivating force. Rather, profit 
has been a gage of their efficiency, an inspiration for harder work, a 
measure of self-respect and regard from others, but, more importantly, 
the means for building greater and greater productive organizations. 
What has happened in the past 25 years to greatly reduce ‘the number 
of entrepreneurs? The maa of the 1930's wiped out many, 
greatly slowed down many more, and destroyed many nest eggs from 
which sound businesses could have started: Sec urity suddenly be- 
came far more attractive than opportunity. Young people, especially 
college graduates, have shown very little interest in getting into their 
own businesses. Lots of small, specialized businesses were started dur- 
ing the war, often on a shoestring borrowed from the Government, and 
these small businesses contributed greatly to our war effort. However, 
peacetime reconversion was difficult for many, and, for most, the 
proble ms were about the same as starting a new business from scratch. 

The only sound justification for a new business is a need, either 
immediate or developing, for the product or services it supplies. 
When the over-all need and demand for products and services exceed 
the supply, inflation occurs. The only practical way to fight infla- 
tion is to increase the supply or cut down the effective demand. New 
businesses increase the supply. 

Need and demand since the war have been very encouraging to the 
starting of small businesses to take care of these demands. So, many 
Americans took the plunge into business after the war. They still 
believed in the American tradition of unlimited opportunity. They 
were sort of suckers, like me. 

In December of 1950 these hopefuls suddenly found a very low 
ceiling put on their futures, in the form of a corporate excess-profits 
tax which would take away 77 percent, and then 82 percent of their 
earnings above $25,000. With 30 percent taken below $25,000, leav- 
ing a net of $17,500 to pay small dividends, if wanted, and to plow 
back into the business, fast growth to take care of increasing demand is 
impossible. As ade tional capital will only boost earnings in the 
82 percent or 70 tax bracket, no one will invest in a small corpora- 
tion earning over $17,500 per year, after taxes. The business can’t 
grow from within; it can’t grow from without. 

What happens to the individual entrepreneur who gets a vicious 
kick in the face like this? We ll, what would you do? These men are 
a special, rare breed. They are normally very hard workers, subject 
to great. interests and enthusiaSms, and are capable of great accom- 
plishments. They usually concentrate terrifically on their one love, 
their business. They are used to hard knocks and are not quitters, 
as they feel they can lick practically any problem that comes up. 
This excess-profits t ix they cannot lick. It is a stone wall. 

Some will take the wale justified position that the extra effort 
is not worth it, and will settle back and run a planned small business 
with no plan for growth. He who stands still goes backward. Others 
will sell out to much larger corporations and become salaried em- 
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plovees again. Some will becom SO disinterested and disgusted with 
their business tax situation that they will let the business fO tO pieces, 
and maybe some individuals will go to pieces, too. 

Too many others, with too much ambition and drive to be stopped, 
will branch out into other corporations — woe activities, feeling 
they can make a small profit in each corporation, which with its excess 
profits tax credit of $25,000, should leave more income total after 
taxes. This would be possible if corporations ran themselves, but 
time, attention, and capital assets are diverted from the original op 
eration, with a very poor net result all around. A small business, 
to be successful, should have 100 percent o f the time and concentra 
tion of its active management. We ran into this kind of trouble when 
we took over, for a 10-month spell, the management of a Chicago plant 
in this same field. Not only was the Chicago plant remarkably un 
SLICCeSS fi] but Molded Resin Fiber Co. ( arnings became much poorer 
aurn ‘y that period. 

While it creates a ver\ serious national! loss to partially destroy 
the morale of =‘ mericas most val iable single econom group, the 
entreprene irs, and to deprive these men of the proper tools ade- 
quate capital-—with which they ca n produce most efficiently, an even 
more ser1ous and permanent loss 1 Is created \ erasing by taxation the 
opportunity for individuals of the advancing eeneration to create 
new industries and businesses through their own efforts and capital. 
When this time comes, economic maturity, better described as economic 
stagnation, with eternal depression interrupted only by wars, will 
descend upon our country. 

Let’s encourage the birth of more entrepreneurs, to reverse the 
vanishing \merican” trend, Excess taxation is the contraceptive. 
Let’s outlaw it. 

‘| he pres ious discussion has been concerned W ith how excess-1necome 
taxes seriously hurt American small business, with particular empha- 
sis on American owner-managed small industry. Another tax that 
blow to the maintenance of American small industry is 
the inheritance tax. This does not get as much current attention, 
because it hits the average smal] industry only once in a generation, 
and too often fatally ; 

The moment a small-business man becomes reasonably successful 
and starts to build up his net worth through reinvested earnings he 
has to start worrying about dying. If he knew when he would die, 
he could plan and avoid the disastrous results of his company or his 
estate being suddenly forced to obtain and hand out a tremendous 
amount of cash. Most businessmen are optimists, or they would not 
be in business for themselves, but being optimists, they feel they will 
live long and solve future problems later. However, as a class, busi- 
nessmen live shorter lives, and sometimes die very unexpectedly, 
frequently at a serious time in their business operations. 

Further, the earning power of a small factory usually depends on 
the ability and knowledge of its owner-manager. Without him, 
machines may operate but profits turn into losses. He also seldom 
draws a salary commensurate with his value to his company, so the 
corport ate earnings may be way overstated. The tax collector tries 
to appr: use the corporation based on its earning power before the 
owners death, and frequently arrives at figures very far above the 
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book value. Even with reasonable appraisals, the widow and children 

ret a terrific tax beating, while the Treasury Department and the 
baee rs get far more than they should. Without the earning power 
and guidanee of the owner, and with quick assets depleted by excess 
taxes, the corporation flounders, and far too often goes out of busi- 
ness, with an economic loss to the community and the Nation, or is 
forced to sell out to a much larger corporation. It is difficult at any 
time to sell a partial interest in a small, one-man corporation having 
unlisted securities, and with the head man gone, the heirs will have 
a diffieult, if not impossible, time to sell at a fair value less than a 
controlling interest in the corporate securities. The main asset of a 
small industrialist’s estate, his factory, is far less liquid ne if his 
estate owned commercial real estate, bonds, listed stocks, or bank 
deposits. Yet as a going concern it is of far greater value to the 
community and the Nation. 

The natural, needed growth of these small industries is interrupted, 
and everyone suffers. If the Government is to take any interest in 
business, which is debatable, it should try to make the transition period 
occurring at the death of the owner-manager of a small industry as 
easy as possible—not as difficult as possible, which it now does. 

Fear of what will happen to his business and estate at his death 
often makes the small-business man sell out to a large corporation. 
As he may live many years after selling, and as he probably will retire 
rather than go to work for the buyer—men who have run their own 
dine for years are usually not good or happy either working 
for somebody else—his business ability and knowledge are lost. A 
machine can be replaced, a brain cannot. 

I have been approached many times in the last year by larger con- 
cerns wanting to buy all or part of Molded — Fiber Co. They 
want the management along with the business. I do not feel I would 
be satisfied or satisfactory working for someone else, but I am too 
young to retire. While I am not too old to start up a new business 
rom scratch, I certainly would not do so with the present tax laws. 

, I will probably drag along with my present company, hoping that 
i will live long enough to build up an organization that can take over 
properly when I step down, and that L will have put aside enough 
money to pay inheritance taxes without ruining Molded Resin Fiber 
Co. and/or my estate. There will be lots of men in my present position 
who will not live long enough. 

In conclusion, I have tried to point out how present tax laws, pri- 
marily the excess-profits tax and the inheritance tax, are particularly 
discouraging to the development of small industrial concerns and the 
type of entrepreneur so badly needed to keep America prosperously 
growing. I would not be rendering a complete picture without rec- 
ommendations for needed changes in these tax laws: 

1. A specific recommendation for small business: Either eliminate 
the corporate excess-profits tax, or raise the initial excess-profits tax 
exemption from $25,000 to $50,000, and make special, effective pro- 
visions, based on sales volume, not net worth, for growing concerns. 

2. A specific recommendation for small business: Reduce inheri- 
tance taxes. Make special valuation studies of owner-managed busi- 
nesses that comprise the bulk of an estate, and permit such estates to 
pay inheritance taxes by interest-bearing installments over a period 
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of 5 years or more if requested. Such notes should be so written as 
not to interfere with the general credit of the operating business. 

3. A general recommendation: Eliminate entirely confiscatory 
taxes. Any tax that takes more than 50 percent of income, either per- 
sonal or corporate, or 30 percent of capital values is confiscatory. 
While temporarily such changes would result in lower tax revenue, in 
the long run, total national income, wealth, and taxes will all be far 
greater. 

4. A general recommendation: Reduce the scope of Federal Gov- 
ernment peacetime operations by letting private industry, local and 
State governments take over many functions, and dropping many 
other seminecessary Government functions. The Government should 
try to be just as efficient in the production of public values as industry 
has to be in the production of merchandise and services which it sells. 

The Cnarrman. Thank you, Mr. Morrison. You have given a very 
fine presentation. You have elaborated your points to such an extent 
that I see no particular purpose to be served in asking you questions, 

There is just one point that I want to make. While I appreciate 
the various tax problems confronting small business that you have 
pointed out, I was particularly interested when you referred to the 

vanishing American” as that man who is willing to go into a new 
business, start a new business. I don’t have the figures before me, 
but I believe they show that there were more new businesses started 
last year than in any single year previously. That would seem to 
refute your argument that the American is not game in spite of—— 

Mr. Morrison. Could you break that down into the re type by people 
who went into so-called service businesses, such as 

The Crairman. I don’t have the figures before me at all, but my 
recollection is there were more individu: al, new businesses started in 
the last year than in any single year in our previous history. 

Mr. Morrison. I am wondering if that is true of manufacturing 
businesses or true of — 

The Cuarrman. I believe you will find that it is pretty well true 
across the board. Now, I don’t say that in contradiction of your 
statement about the burdens that small businesses are carrying. We 
all recognize those. But I think it is a tribute to the hardiness and 
venturesomeness of the American who wants to go into business. 

Mr. Morrison. I think it is, too. I still believe in it, anyway. 

The Cuarrman. I don’t ague with you on the points that you make 
regarding the tax hardships, because we recognize them and have 
found them in many places. You have given us a very fine presenta- 
tion. 

I will ask Mr. Stults if he has a question to ask? 

Mr. Sruurs. Just one. One of the witnesses later on will stress, 
I am sure, in greater detail the problems of depreciation allowances. 
I know the pl: istics industry has been plagued with that problem. 
I wondered if Molded Resins also had the feeling that if you could 
depreciate more rapidly some of your presses, molds, and the rest, 
you would be in much better shape to meet the demands that are placed 
upon you. 

Mr. Morrison. I think that’s a good point. The State of Ohio just 
sent me a tax bill trying to set the: depreciation rate on my equipment 
which is used with F ibergl: is, at 20 years. I sent it back to them and 
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quoted the Cambridge Molded Plastics case, which was decided in 
favor of a 10-year write-down on molded presses, and they accepted it. 
But it seems every time you turn around somebody is trying to take 
something away from vou, and if you take 20 years, at the end of 
10 years most of your equipment is obsolete, worn out, or both. 
The Cuarrman. Let me say in that connection, I hope someday 
we will be back to what we might refer to as an even keel, back to a 
more normal condition, and that we may completely revamp our laws 
with reference to depreciation. I have a feeling—I don’t know 
a ther I could justify it or not—that it could be a very great relaxa- 
tion in depreciation allowances. So far as I am conc erned. I will be 
rlad to see a completely free - ‘preciation allowed. Let the business- 
i determine for himself t! Pp veriod of time over which he wants to 
de cn late his building and i nt. Goodness knows, it is to the 
Government’s advantage to get that depreciation marked off as soon 
aS possible. 
Mr. Morrison. They pay it one time or another. It is just post- 
poning the tax if they take faster depreciation, and with the tax rates 
hay ie gone up in the past, those who took faster depreciation years 


‘ 
} 
i 


ago ended up by paying more tax than those who made slow 
depreciation. 
Phe Cuamman,. Mr. Brush, do you have anything you want to add 4 
Mr. Brust. No. I just want to say our Canadian neighbors did 
completely overhaul their tax-depreciation program about 2 years 
ago, in which the major feature is a fixed rate of charge-off against 


the remaining balance, instead of spreading evenly over the remaining 
years, 20 percent of your remaining balance. So you get an accel- 
erated write-off during the period of highest productivity and over 
a shorter pero | than we have. 

It is an interesting plan, and one that many people are interested in 
adapting to the American system, cone ly with some variation of it 

Mr. Morrison. As they added new-capital equipment to that ac- 
count, they just kept taking 20 percent off. so if they never added new- 
capital equipment their rate would be down, the amount charged off 
each year, and theoretically they would never get down to zero. 

Mr. Brusn. Take 20 percent of your remaining balance. You are 
vetting rid of in the first couple years up to 40 percent, between 30 
and 40 percent. 

Mr. Morrison. That would be a big help, especially when you are 
investing in speculative equipment, specialized equipment, and maybe 
after a year and a half you find you have no use for it. 

The Cramman. Thank you very much, Mr. Morrison. 

Mr. Eshner. 


TESTIMONY OF JULES ESHNER, CERTIFIED PUBLIC ACCOUNTANT, 
CLEVELAND, OHIO 


Mr. Esuner. Senator Sparkman, Mr. Stults, Mr. Bush, I am going 
to be very brief. First, however, I want to elaborate just a little on 
what you said about the pressing demands, the pressing impact of 
taxation on small business, Senator. 

This present tax law, as you gentlemen are so well aware, operates 
very inequitably upon smi ill business. In many cases small business 
is not only being placed in a strait-jacket which prevents its growth 


: 
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but many small businesses, despite the fact that many new businesses 
are being started, are being forced into liquidation. You gentlemen 
know full well that all small companies, just as all large companies, 
are in a period in which costs are increasing. The cost of doing busi- 
ness, the cost of acquiring more capital, more operating capital, are 
so evident to everybody here that they need no elaboration. The pay- 
rolls have increased mightily. We are in the 50-cent dollar era. It 
requires much more money to carry the material, the inventory. It 
requires much more capital to take care of the equipment which is 
necessary, the supplies which are necessary, and all of those factors 
require more and more operating capital on small business. 

Now, how does small business get operating capital? It can only 
get operating capit: E in one of two ways, either by having enough 

invested capital or by having enough profits retained after taxes to 
pro de that operating capital, which alone can permit the business 


to grow and prosper. Under the present tax laws, as vou gentlemen 
have already pointed out and as Mr. Morrison pointed out, business 


not allowed to retain enough profits to provide that operating 


capital. Under the present tax laws, practically nobody is going to 


Vesti money dha new bu hess oO} an a small business, because there 
no meentive. Owners of small businesses in increasing’ numbers 
are bein y forced either to sell out and SO dle feat that Incentive, that 
power to operate quickly hat is tvpieal of small business they are 


orced to liaul late or they strug le against ASaicel stu Le n«dous odds. 


a 


these small busines eS WUst forego the expan sion vhich present 


ess conditions demand. ‘They are not given an iene ity to 
do their part Tor their countrv: they are not eiven the chance to 
ontribute to the present defense effort. They must forego the pos- 


bility of utilizing the full amount of their know-how and experience 


promoting the efliciency and effectiveness of the American indus- 

ial machine. 

You know, gventlemen, that it is the essence of small business that 
the small-business entrepreneur, the president or other official of any 
small company, has a peculiar know -how, ad per uliar technical experl- 
ence that makes that business a success, that contributes to the value 
of the product or services that that « company re nders to business and 
the whole country. It is that special knowledge and experience which 

both big business and the Government must tap if America is to 
achieve its objective, either in the defense effort or in peacetime pro- 
duction; and, indeed, without that know-how of small business, big 
business itself cannot achieve its utmost efficiency. 

You gentlemen know that small companies and the same small- 
company officials get no incentive, as Mr. Morrison said. There is 
no incentive because the present tax system does not leave enough 
to buy the machinery and the equipment to carry the payrolls, the 
inventory, the accounts receivable, and to prov ide the new machines 
of a growing and progressive business. As a matter of fact, in 
many “of these small companies—and Mr. Morrison touched upon 
that, too—the officials of the company often receive less than the 
humblest workman in the plant. 

Men grow up; they get older; and, unless you can provide an in- 
centive for those who are to become small-business executives and 
who should some day be the big-business men of the future, you stifle 








494 TAX PROBLEMS OF SMALL BUSINESS 


e growth of all business, you put all of America into a sort of 
-ait -jacket, which, in the last analysis, gentlemen, is going to topple 
us del out of the big- -nation class. 

We think we are ~~ cocky; we are very big; we are very pros- 
perous. Andweare. But that has been because of the kind of enter- 
prise and incentive which has made us, through the services of the 
entrepreneur, the most efficient nation in the world. We must keep 
that, or we lose it. You never stand still; you either grow or you 
decay, and this present tax system has in it the seeds of dee ay. 

Now, what can we do about it? We suggest these things: 

First, I want to touch upon the suggestion that came from you, 
Mr. Stults, about the depreciation. I think, of all the remedies that 
big and small business alike require today for growth, for efficiency, 
for the health of the entire American economy, it is that you snewide 
faster write-offs on depreciable assets. I think what you said, Mr. 
Brush, of having a write-off, and what you said, Senator, in having 
a write-off which is pretty much voluntary, which is up to the owner 
of the business itself, is, in the last analysis, the best. Let him select, 
when he buys an asset, when he makes his first co rporate return fol- 
lowing the purchase of an asset, the rate of depreciation. The Gov- 
ernment doesn’t lose ultimately. The depreciation can only exist 
until the asset is fully written off, and after it is fully written off the 
Government will collect more money in taxes, because then the in- 
comes from the corporation will be larger to the extent at least of 
the amount that had been taken off in depreciation; and, in fact, more, 
because the company will grow faster; it will earn more money. 

Before I close here, let me point out that the Government has 
recognized this in giving certificates of necessity in defense effort 
to the extent of a 20- percent write-off. You say, “Can’t small business 
get these?” In very rare cases have they gotten them, but you know 
how few small companies have obtained certificates of necessity. The 
big companies have obtained them; small companies have not. Why 
not give small companies at least the same privilege you have given 
the big companies. 

Now, the second point: Small business needs and must have some 
relief from the excess-profits-tax law. Indeed, small business is now 
being discriminated against to the extent that its earnings may come 
in the bracket between $25,000 and $50,000, because if it is in that 
bracket its excess-profits-tax earnings are higher than the company 
with the $50,000 or greater income. I suggest, therefore, that you 
give them relief in one of these two fashions: either by increasing 
the excess-profits-tax exemption to $35,000 or, better still, because 
such an increase in exemption would tend to decrease the amount 
of revenue the Government would take. from the larger companies, 
graduate the excess-profits tax so that no more than 10 percent excess- 
profits tax is obtained from corporations which are earning under 
$40, 000, and 20 percent on the bracket between $40,000 and $50,000; 
then jump it up to 30 percent on all over $50,000. That would allow 
these smaller corporations to retain enough money to provide for 
some of the at growth, without which they cannot live and grow. 

Now, some people might say, “Doesn't the present law grant relief 
to new corpor ations from the excess- profits-tax law?” Yes; it does. 
If you happen to be a new company, you can obtain some relief. If 
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you happen to be in certain classifications, you can obtain some relief. 
ut, by and large, you don’t get relief in small companies, and there 
are a tremendous number of companies that need relief very much 
and do not get it. I will give you one or two illustrations, and I will 
try to supplement these by a statement in writing, which will give 
you more examples. 

Let’s take company A. Company A has been in business over 30 
years; but in the base years, 1946, 1947, 1948, and 1949, it happened 
to have substantial ope ‘rating losses. So, it has no base at all exc ept 
the $25,000 minimum, or except such credit as it may have on its 
invested capital. 

Let’s take corporation B. Corporation B happened to have a small 
loss in 1946; in 1947 it had a profit of $8,000; in 1948 it had a profit 
of $10,000; and in 1949 it had a profit of $2,000. So, its base on the 
invested-capital base is far below the minimum of $25,000, and in 
company B in 1950 they had an operating profit of $26,000, and in 
1951 they had an operating profit of almost $50,000, 

But here, gentlemen, is ‘the important point: The increased profits 
in 1950, in 1951, and the profits in 1952, are not due to defense business ; 
they are not due to anything except the normal profits which result 
from that normal expansion which comes from a business which gets 
established, which shows the results of good management and hard 
work and good service to the community it serves. Yet, that company 
gets no relief from the excess-profits-tax law and is penalized because 
it happened to become incorporated before 1946. 

I could go on and give you other illustrations, but let me point out 
one or two other suggestions, and that is: If you are going to provide 
incentive for small business, wouldn’t it be wise to consider granting a 
5-year or at least a 3-year tax exemption for those small companies ? 
What we should be seeking in this country, what your colleagues in 
Congress should be searching for, is not only to raise the revenue which 
is required to operate the country and pay for the defense effort but 
it should be seeking to keep this country sound, to keep the economic 
machine rolling and producing so that we are not developing a cancer 
inside the economic poor which will destroy not only the wealth and 
the capacity to produce but obviously will leave nothing apen which 
taxes can be collected. Instead of reducing deficits in our govern- 
mental operation, it will make them so prodigious that we vill find 
ourselves in an inflation that will come and topple this country to 
destruction. That’s the problem. 

We do have to raise revenue, yes; but I would not concur with my 
predecessor in urging the repeal of the excess- profits tax under the 
defense law, because that need for raising revenue exists. But we must 
keep the economic body healthy. So, I would recommend that you 
grant a 3-to-5-year tax exemption for new small corporations, say, 
under $200,000 or $250,000 capiti al. 

Now, another suggestion is to provide incentives for investors to 
invest in new and small businesses. How can we do that effectively / 
For a long time it has been urged that we ought to eliminate the in 
equitable double taxation on corporate dividends. Of course, that 
would help; but if you don’t do that at least, gentlemen, see that Con- 
gress passes a law which grants tax credit for all dividends recevied 
from companies less than 10 years old, whose assets are, say, under 
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$1,000,000, so that investors can have an incentive to invest in new and 
small companies, and stimulate the development of new products, and 
new services. Keep the blood of commerce circulating through the 
arteries of our economic machine. 

Then I would recommend to you—and here I depart from the strict 
tax angle—that you exempt small businesses who employ less than 
100 employees from the wage-stabilization requirements. That seems 
to be off the subject of taxation, but it is not, since the Internal Revenue 
Bureau will very carefully examine the deductions for wages and 

salaries paid to see that they comply with the wage-stabilization and 

salary-stabilization laws. Small businesses in this area, small busi- 
nesses in other areas where you gentlemen have probably been conduct- 
ing hearings, have had tremendous competition not only from big com- 
panies starting new plants in the defense industries but, if you please, 
from the Government itself, from the various Government bureaus, 
offering excellent working conditions, offering, as in the case of the 
Government bureaus, wonderful vacations, time off and sickness in- 
centives, as well as higher salaries than current business is paying, and 
higher salaries than business was paying on the freeze dates. 

Now, small business can’t compete with that situation, and some 
relief should be given to small business for that. 

One last suggestion is that we eliminate, in order to raise additional] 
revenue, the future tax-free State and municipal bond issues. That 
in itself will bring in a great deal of revenue, revenue which will prob- 
ably more than compensate for these tax advantages which we urge 
for small business. 

Gentlemen, unless we amend our tax system so that the growth of 
business, especially small business, can be encouraged, we may not be 
building a wall of defense, such as our present defense effort envisages ; 
we may be undermining it. 

This country is not as strong as its air arm and military arm alone. 
This country is as strong as its industrial machine, its economic ma- 
chine. This country is only as strong as the individual man in busi- 
ness and commerce, as well as the man at the front. Unless Congress 
therefore provides tax and other relief for small business, you will kill 
the goose of business which lays the golden income of tax receipts. 
You will tax the country into a depression which will underscore Gov- 
ernment deficits and bring us into a chaos which none of us want to 
see 

The Cuatrman. Thank you very much, Mr. Eshner. 

Mr. Stults, do you want to ask any questions? Do you want to make 
any comment ¢ 

Mr. Srunrs. hy 

The Cuatrman. Mr. Brush? 

Mr. Brusn. I an nothing. 

The Crarrman. Thank you. We appreciate your statement. 

Mr. Cottell. 


TESTIMONY OF JOHN B. COTTELL, CONTINENTAL ELECTRIC 
EQUIPMENT C0., CINCINNATI, OHIO 


The Cuatrman. Mr. Cottell, will you give us your name, connec- 
tion, and address for the record ? 
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Mr. Corrmmi.. My name is John B. Cottell, president of the Conti 
nental Electric Equipment Co. 

The Cuamrman. You just proceed in your own way. Have a seat, 
if you wish. 

Mr. Corren.. As president of the Continental Electric Equipment 
Co., mannfacturers of industrial and commercial electric al distribu 
tion systems, which is a basic business in a basic industry, I have as- 
sumed the responsibility of stockholders, our firm being 85 percent 
employee-owned, for having their savings entrusted in my care, to our 
customers whose faith in our product and in our organization has 
caused them to award us their business, and to our suppliers who have 
SO generously extended us credit. 

I do not address these remarks to you geitlemen as a representative 
of a small business or of a large business, but of a new and growing 
business in a rapidly expanding industry. Our firm was given cor- 
porate existence in April of 1949. The start was a meager one, with 
personnel of three men, and finances obtained from pe coun savings 
and borrowed from personal friends. Our first year in operation 
netted us a net loss of $15,000. However, through the e xpending of 
ionge hours of work, of a frugal economizing, and intelligent long- 
range planning, the 2 years that have succeeded our first have enabled 
us to build al organization of 250 employees, with a net of over 
$2,500,000 in sales in the fiscal year just recently terminated on 
March 

We suffered a loss for th vear of 1340 with the then capital invest 
ment of $35,000. In the year of L950, w ith a cap) tal investment 
creased to $125,000. we showedl a taxable net ¢ ining of S62.000, whiel 
resulted in a tax payment of ¢ 
with a total capital investment of $250,000, we showed a taxable net 
ereased to $125,000, we showed a taxable net eat ning of $62,000, which 
represented a tax payment of $176,000. In other words. when we 
doub _ our capital investment in 1951 in one r to perfect our prod 
ucts by the ad lition and improvement of production, equipment, and 
methods, whie hi mn turn ine rei ased our effici lency and reduced our Costs, 
we were able to sell and produce more dollar-per-volume investment, 
and consequently enabled us to realize more profit for our firm. 

However, in doing so. our taxes have been increased approximately 
600 percent. We now have reached the point where our taxes are 
confiseatory, making furthe I progress dithe ult a | prac { ic ally impos 
sible, and gains made to this pomt become increasingly untenable. 
The incentive of American business to produce more and better prod 
ucts for less cost is being smothered. 

Let me now explain the foregoing statement that we are a basic 
business in a rapidly growing industry. The use of electricity has 
more than doubled during the last decade, and it is supposed and 
expected to double during the next. The power industry produced 
300,000,000,000 kilowatt-hours of electricity for the United States last 
year. That's more than the combined output of all the other coun- 
tries. With some $15,000,000,000 involved in plant and equipment, it 
operates 500,000 miles of high-voltage transmission lines, 2,000,000 
miles of distribution lines to put its huge resources at the command 
of 36,000,000 customers. However, increasing demands are even tax 
ing this enormous system. 
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To meet them the power company blueprints call for investment of 
$1,000,000,000, and that is annually during the next 5 years, in new 
generating capacity lines and equipment. This growth is based on 
factors more solid and fundament: il than a mere upward trend in the 
business cycle; it is based upon new uses and applications which are 
being developed for electricity. ‘These new uses create a demand for 
electric power which transcends the ups and downs of most industries. 
Obviously, then, the electric-power industry is basic in the economy 
of America. 

Concurrently, then, also, the need for a company such as ours is 
basic itself in the industry, for without the equipment that we manu- 
facture, electric power cannot be furnished and utilized in the factory, 
the office, and the home. Companies such as ours form an integral 
link between the source and consumption of electric power. So much 
for our particular business. 

Allow me to restate some salient facts known and recognized by 
this committee common to all growing manufacturing businesses. 
One of the most pressing problems facing business today is obtaining 
capital. Older companies with a favorable record can obtain long- 
term capital loans from financial institutions. However, the manage- 
ment of these institutions will not risk the money of their depositors 
and stockholders to supply companies such as ours, regardless of a 
favorable record, with venture capital. Consequently, owing to the 
youth of many new corporations, this source of long-term capital is 
virtually nonexistent. Without additional capital, how can we sur- 
vive and assure the progress we have made to this point?) How ean 
we survive if after the payment of our corporate taxes there are in- 
sufficient sums remaining vital for a growing business? This will 
stifle free enterprise. 

Additionally, we, as a young, growing company, must overcome the 
discrimination. practiced against us by not being permitted to become 
qualified to undertake a fair share of the defense contracts being 
awarded to industry by agencies of the Federal Government. By our 
own particular experience in the past, we are justified in making that 
statement. We must maintain and offer our employees the same 
working conditions and benefits as the older companies do. We must 
keep our production costs down and our equipment modern in order 
to be able to compete with such older companies. But, because of the 
inadvertent discrimination present in the corporate-tax laws, we are 
unable to accumulate tax reserves as any business must do for eventual- 
= and so continue to compete with companies who have relief be- 

‘ause they entered into business prior to January 1, 1946. 

In a free « competitive enterprise, the one ingredient which makes us 
the envy of all nations is to survive, and we must have relief now. 
Since a step-by-step recitation of the proposed relief measures would 
be lengthy, I wish to state that the recommendations put forward by 
the Young American Business Conference should be enacted into law 
immediately. These recommendations constitute the most equitable 
solutions for the ills that beset present-day young companies, Enact- 
ment of this legislation will place these companies on a more even foot- 
ing with the older and established competitors who grew and expanded, 
unfettered by present-day tax laws. 

Gentlemen, a show of faith such as this by our tax legislation to 
the young and ambitious companies of today I am sure will be 





TAX PROBLEMS OF SMALL BUSINESS 499 


rewarded a thousandfold in the United States of tomorrow. Thanks. 

The Cnatrman. Thank you. I will ask Mr. Stults if he has some 
questions to ask. 

Mr. Srvuurs. I notice, Mr. Cottell, that Federal income taxes on 
your corporate income took about 65 percent of the earnings during 
1951. That still leaves you a little bit short; so, every additional 
dollar you make is taxed at 82 percent right until you get up to 69 
percent of over-all. I am sure you, as the manager, and employees 
say, “What is the difference whether we throw away the scrap of 
material, or what is the difference whether we do a little soldiering, 
because Uncle Sam is paying for 82 percent of it.” 

Do you feel that’s a significant factor at all, or are you young enough 
to fight that / 

Mr. Corret.. Youth has a marvelous advantage in business. Being 
that we are ‘85 percent employee-owned, we police within ourselves 
to tr'\ to vet the most efficiency. Of course, we have soldiering and 
we have fellows who—you know in our business we use an awful lot 
of copper—are prone to slap it aside every once in a while. But we 
have to keep after it all the time. 

Mr. Sruttrs. You would say then that is not a major problem, but 
one that probably you could see, in another condition, might be / 

Mr. Correi. It is very important. 

The Cuamman. Mr. Brush? 

Mr. Brusu. No questions. 

The Cratrman. Thank you very much, Mr. Cottell. We appre 
ciate your giving us your statement. 

Mr. Galen Miller. 

Mr. Curisropnersen. Mr. Galen Miller hasn’t gotten here yet 

The Cuairman. Allright. Then how about Mr. William J. Franz? 
Will vou come around, please ? 


TESTIMONY OF WILLIAM J. FRANZ, SMALLER BUSINESS OF 
AMERICA, INC., CLEVELAND, OHIO 


The Cuarrman. Mr. Franz, will you state your name and address 
and business connection for the benefit of the record, if you will, and 
then just proceed in your own way. 

Mr. Franz. My name is William J. Franz. I am a businessman. 
My father was a businessman before me; it’s in my blood. I am a 
public accountant and tax consultant—in my own business the last 
21 years and in the profession since 1921. 

I am past president of Smaller Business of America, Inc., and its 
present secretary, now, as a civic duty. Our organization is the oldest 
and original small-business group in the United States, as a result of 
the first meeting President Roosevelt called in 1938. I am a charter 
member and have been a trustee ever since the organization started. 

I will testify as an officer and part owner of the following corpora- 
tions whom I also serve as their accountant and tax consultant. 

First case: Iam secretary and a director of Buechler-Jaeger Pack- 
ing Co. 

This company has been in business a long time. It supplied meat 
to the soldiers during the Civil War. It is a family corporation and 
pre d of its past re rd. 
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In 1951 the corporation had some of its equipment, such as trucks 
and steam boilers needed for sausage and wiener production, go bad. 
These should have been replaced. It did not have enough cash for 
both the equipment and replacements and income taxes. Because it 
could not replace its equipment it could not keep everyone employed. 
In 1950, when the taxes were high, we did not worry too much because 
we had the cash to pay the taxes. But now the need of replacing 
equipment in order to serve the public and stay in business and also 
pay taxes with the same money brings up a problem that is not easy 
least enough not to deplete 
the cash needed for equipment. When equipment is purchased we 
face the problem of h: aving our assets depreciated less in the first few 
venrs than the acti ea \\ VY out. It is poss ible that even 90 
percent of the new assets the first year would be taxed as protits unless 
we had a new income-tax regulation that would allow us to use our 
judgment according to safe financial management and choose our rate 
of depreciation to preserve our present position while we are buying 
equi} ment. 

Because of so many uncertainties it is dangerous to make a move 
when we live in ar economy w! 


to answer unless the taxes were lowered at 


) here the rules of the game mav change 
before the game is half over. Laws are made in June or November 
that affect the whole year. That is unfair. It takes the heart out 
of a businessman, especially after having faith in his future and in 
his country. We have not solved our “prob Sere yet, because taxes 
deplete our cash with confiseatory laws after working so hard for it 
and you need the money for new equipment to stay in business. The 
only answer seems to be—use the cash. At least you will stay in 
business a little longer, even though you may need the mone Vv for the 
higher, unreasonable taxes. Washington uses the soci: u-security and 
W thholding taxes instead of keeping it in HI fund for he ol | age of 
its citizens. Likewise businessmen are forced to do ‘the same to 
follow the example of the Government because of too many obliga- 
tions committed way beyond its income. It is impossible to pay both. 
laxes are involuntary, but a mortgage is voluntary. There is a test 
case in Cleveland how where court procedu re will determine the rioht 
1f (government to confiseate the proj eTTY of its citizens by the simple 


dey of calling 


IS 


“taxe s.” In some way this case can be as impor- 
tant as the Steel S re case now before the United States Supreme 
{ ourt. We are livi Ing nih an age where the vote ot a fey men or the 
stroke of a pen may put you out. of business or keep you in. 


This small business has over half a million sales per vear. The tax 
rate was about 50 percent, but back pay to the unions, pri e controls, 
mortgages and notes, and the ups and downs in business that this 
smal] busines has alse adran the cash. T) he anes taxes make the 

mall-t isiness man feel th | there is no end to his troubles and 


demands on his profits which are the fruits of his labors that he 


must share with others while he eannot make ends meet. How would 
vou feel if vou saw your cash eo out to pay someone else’s bills while 
vours were left unpaid. when you had worked for your own money. 


Second case: Tama director and chairman of the board, Hoffman 


This. too, is a family corporation that has about a million sales 
per year. "Phe tax rate on the profit is near 60 percent. That is much 
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too high and a drain on the corporation. Last year the corporation 
was faced with an eviction notice from the place it was renting. We 
had never considered the prob lem of moving, since the building was 
of a special-purpose construction. The unpredictable always happens 
in a small business which is contrary to the paper-drawn theories of 
the tax planners under perfect conditions. 

We begged for time and tried to find suitable quarters, but to no 
avail, There was no cash to buy a building. We tried to buy the 
building we were renting. At first we could not get it, but later they 
agreed tosell. Wehad no money for such a de al, and the future looked 
hopeless. We tried to borrow from the bank. but they poin ted to the 
small profits we had left after taxes and also what of business after 
Korea: so we were stranded. There was talk of closing the business. 
One of the directors loaned us money personally to start the deal 
and obtained a mortgage for the balance. Now, between mortgage, 
interest, and taxes, we must tread carefully each month and hope that 
the lowering of the excess profits taxes will give us a little relief to find 
additional money to fix up the building, since now we are responsible 
for all the maintenance and real-estate taxes. 

The next illustration is a very vital factor in our country, because 
there is a new book out on hereditary fortunes. Something has hap- 
pened in our country where the tax laws are hurting the family set-up, 
and by hurting the family set-up it just seems to go to the point where 
they don’t have the same privileges as corporations with a lot of 
stockholders. If you hurt the many, many small family businesses, 
which is almost 4,000,000, you are hurting the whole country by 
breaking down the family. This next case is typical of a business 
and how they exist. Lawyers and other businessmen in here have 
faced this, and this is a very vital part of our economy. 

Third case: Tam a director of the corporation W indermere Storage. 

This company has sales of one-third of a million dollars per year. 
The tax on the profit last vear was 55 percent. The base years of 1946 
to 1949 were no help in the case of getting a credit on excess profits 
taxes. Yet. the third generation is now managing the business. This 
took place 2 years ago. I have been with the firm during most of the 
relon of the three eenerations. The first and second Yeherations h id 
the privilege ot building the business before World War LI, whel the 
corporation taxes were only 12% percent or less and they could use 
the profits to grow. There are many problems which confront cor- 
porations that the tax laws do not consider and which create hard- 
ships in financial and operation management. 

Small business needs $100,000 specific exemptions on excess-profits 
taxes in order to retain more of its earning to stay in businese and 
buy equipment to maintain and create jobs for our citizens and take 
care of its management | roblems. 

Most businesses, especially small businesses, have growing pains or 


just plain small-business pains that curtail their activities and drain 
their finances. This you cannot believe nor understood unless vou are 
a small-business man, because the grass looks greener on the Govern- 


ment side of the fence to the tax planners until they find out, maybe 
too late. that small business cannot take the tax drain on its resources 
verv long and survive 

Here is a case where, in order for the second gener ation to ste p out 
ind the third veneration to take over—it 1s serious because of high 
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taxes—it was necessary to sell the stock. Another way, because of 
age, would have been to close up and retire if possible, or sell out to 
big business. If each business closed its doors when the leaders and 
owners of business became old we would not have the expanded econ- 
omy we have today. We could not have outproduced our enemies in 
World War I and II. 

The way this corporation bought the stock was to retire it out of 
future profits. A going business is worth a deal of that kind, and it’s 
done every day. In other words, it was that two brothers own the 
stock, and the corporation bought the stock out of the other brother. 
He has his five sons and himself coming into the business. 

But to pay for the stock out of profits left after taxes leaves the 
cash position very low; yet it is a necessary part of our economy and 
not recognized nor allowed for in the present tax structure. The 
words “excess-profits taxes” catch the thoughts and prejudices of the 
legislators and average Americans. But that’s not what it is to small 
business. It is an unreasonable tax, penalizing future survival, be- 
cause to small business the tax is based on past low profits and trouble, 
to be magnified by an excess-profits tax to ruin them with more taxes 
and troubles. 

The Windermere Storage Co. installed a large new scale to wei , 
the allied trucks and vans because it was required to better serve t 
long-distance movers. When tax time came around, the tax saay 
was spent. It is not really tax money if it is too high in the first place 
and in the class of confiscation. Then it is unreasonable. 

It’s just plain unilateral decisions and thinking applied to all busi- 
ness alike with no consideration of its specific problems of survival. 
There has been no real attempt to administer enough remedy to the 
patient to save him in time. The symptoms are there but the tax 
planners will not recognize them, because they want only to cure 
certain ailments, not the major portion of them, because the American 
people do not understand them or feel that words like “excess profits” 
are unpopular and therefore the elected Congressman should avoid 
cutting those taxes even for small business, when necessary. If he 
does not cut those taxes, soon small business will be in the biggest mess 
we ever did see business, because their own problems will spring up to 
an uncontrollable point, that will be too numerous to control and 
close them up. High taxes take away the cash and earnings of small 
businesses and weaken them as easy prey to their larger and stronger 
competitors and creditors. ‘Today, when a business gets behind, 
stays behind, in debt. In the back is a clipping from the Cleveland 
News, an article I wrote to the editor. You can see that 40 percent 
or more in this locality owe the Government something on delinquent 
Federal taxes. 

In 1943 I was one of the first businessmen who dared to ask Congress 
for a $25,000 specific exemption for small business. Congress gave 
small business that exemption. My proposal was published in The 
Clevelander, our Cleveland Chamber of Commerce monthly magazine. 
We then had the $5,000, then the $10,000 specific exemption. But even 
with the $25,000 specific exemption, I did not fully realize the real size 
of the exemption small business needed as I do now. Also, at that 
time the normal and surtax was lower—it is too high now. If infla- 
tion and labor costs continue to rise, prices will rise and this figure 
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of $100,000 will not be high enough for small business to survive. 

Fourth case: My company—I am president—W. J. Franz & Co., 
public accountants and tax consultants. 

I have the same trouble the other companies have, barring none 
of the troublesome points just enumerated. 

I employ 10 people normally, then expand to about 25 at tax time. 

We prepare tax returns for all types and sizes of businesses, but our 
main income is from our monthly and periodic audits and the prep- 
aration of financial statements for every pur pose a business needs them. 

Our main trouble is that our income comes in in a feast-and-famine 
method, depending on the season or when we deliver, but the Govern- 
ment wants its cut regularly and on every due date, regardless. So 
it takes a certain amount of checker playing to meet these demands. 
A professional firm like ours is hit very hard and at the most inoppor- 
tune time. The reports we prepare are too numerous and take up too 
much productive time that should be used for running the business. 
Now when a public accountant says that—that is something. Then 
there must be too many reports for businessmen to prepare if it even 
causes us to kick about them. Yes, we now have gone too far on this 
matter of reports. 

I was in Europe last year. I checked the ECA records and progress 
and spending. I talked to General Eisenhower and our leaders and 
ambassadors in each country. 

We businessmen keep up on our Government. We know the score. 
We are not unreasonable. The problems of our Government are not 
all normal domestic internal operations. If they were, then our 
budget would not even be $10 billion; but with veterans and subsidies 
it would be $18 billion; and to feed the werld and give arms, it is S70 
billion. You have those figures in detail, yet rules are applied to 
businessmen as if they have only internal budgets and not all of the 
other related costs. Their profits are drained more through not know- 
ing the score about us and not listening to the small-business man who 
knows what all of his problems are, to survive. 

Government expects us to go along with all of its problems. There- 
fore, Government it 1 go along with our problems, too. Most likely 
we have reached a point where compromises must now be made on 
both sides. 

High taxes cause borrowing and debt for all business, whether they 
are large or small—only much worse for the small business. Our 
Government operation is proving this point in its own deficit financing 
and commitments. 

If a business can retain its own earnings in sufficient amount to stay 
in business, stay strong and pay its bills on time, and have funds for 
expansion and up-to- date ear nt, then running a business under 
those conditions would give a man incentive. 

Let’s give it to them. 

The CuatrmMan. Thank you, Mr. Franz. 

Mr. Stults? 

Mr. Sruurs. No questions. 

The Cuatrman. Mr. Brush ? 

Mr. Brusn. No questions. 

The CuarrMan. Thank you very much. We are glad you gave us 
those specific instances. 

Mr. Oectjen. 


98399—52—pt. 2—— 4 
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TESTIMONY OF WILLIAM H. OETJEN, OHIO COMMERCIAL 
PHOTOGRAPH C0., CLEVELAND, OHIO 


The CHarrmMan. Will you give us your business connection and your 
address, Mr. Oetjen # 

Mr. Orrsen. William H. Oetjen. I do a sole-proprietor business 
as the Ohio Commercial Photograph Co., and we have apartments 
which we operate as property management. 

The Cuairman. Where? ‘I mean, in what city is your business? 

Mr. Orrsen. Here in Cleveland. 

The CuArrman. All right, sir, you just proceed in your own way. 

Mr. Oersen. All these things that the men have been t alking about, 
of course, apply tous. The point I want to bring out is the constant 
fear hanging over every businessman. One magazine I saw says that 
every businessman who is out of jail is just plain lucky. So, what I 
would like to suggest is that Congress make those laws, whatever they 
are so specific as to leave nothing to the interpretation of the bureaus. 
Our trouble is the constant changing of interpretations. Even if a 
man wants to be honest, he can’t possibly comply with these different 
interpretations. Then, when a man does encounter a difference of 
opinion in the internal revenue, I ask is there anything in the law that 
says this man is right and that man is wrong? I have been told, 
“Well, it is pretty much up to the man who goes out there.’ 

Now, we ought not be subject to the man who goes out there. These 
problems that are constantly bothering us ought to be in such a manner 
that at least our attorney would know what it is about. Now, we can 
go to an attorney—we have an attorney—but does his opinion deter- 
mine? No. Right now We have controversy with the internal 
revenue. They came in and went back to 1946 to what we supposed 
was a trade in real estate. — a xr words, they wanted us to sell 
a certain building. I said, ‘ I don’t want to sell; I want to trade.” 
So the broker goes out and ae another building. That man wants 
to sell and he puts the two into escrow together, and we consider that 
a trade, and it was O. K.’d up to now. 

Now this man goes back and says, “No, that wasn’t a trade; you 
have to pay capital-gains tax on this. Those were separate deals.” 
After 5 years. 

We ought to be protected after one investigation after they have 
investigated it and O. K.’d it. Then they ought to O. K. it; they ought 
not to go back and open it up again. We have no protection. 

Then they seemingly have to get a permit from us to go back. So 
they send us a letter extending the statute of limitations to 1953 so 
they can go back and open this up again, which we refused to sign, 
because why should we give them a permit to go back past the sts tute 
of limitations. Then they wrote and told us if we don’t sign it, they 
will put a lien on all our properties. So we had to sign a permit to 
permit them to go back. Of course, we have that up now. 

So it’s those things. What’s the use of staying in business; what’s 
the use of making another dollar? You don’t know what they are 
going to do to you. I think Congress should be the one who deter- 
mines what this law means. 

This is not in the tax law, but to show you what I mean, ours is a 
service business. I think everybody in this room will agree that 
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developing rolls of film for the corner drugstore is a service business. 
[ don’t think there is any question about it. Congress makes a law, 
wage-and-hour law, that says at the top, “Retail or service establish- 
ment, the majority of whose work is done intrastate, is not under the 
law.” So we presumed we were not under the law. But the com- 
missioner decides that a wholesale photo finisher is a manufacturer. 
Congress didn’t decide that, but the commissioner decides that a 
wholesale photo finisher is a manufacturer. 

So we had hired boys and girls from 14 to 16 to come in and cut 
rolls, cut exposures apart and sort prints, and thought we were doing 
as community service. More or less they were a nuisance. So they 
came out and cited me for viol: ation of the child-labor law. and on the 
top of the violation it says, “Engaging in interstate commerce or 
producing goods for interstate commerce.” That’s the section I 
violated. 

will leave it to anybody but the Commissioner whether I violated 
thi: t law. Lh othe r words, do I engage in interstate commerce ¢ do I 
adie voods for interstate commerce? Of course, now, I think 
Congress ought to do something about that to protect our businessmen 
from that kind of interpretation. Why should these fellows come 
out ¢ 

You should take that power away from them. Power corrupts. 
That’s wy you have that corruption there. They use that power. 
Sooner or later it is going to corrupt the whole business. Make it so 
that caants who want to be honest know what we are going to do. We 
pay that tax. I hire an outside accountant, and yet we have all these 
things hanging over our heads. 

For instance, in the real-estate business we have a leak in the bath- 
room. When we didn’t know any better we had a plumber come up 
and tear up the bathroom floor, tear up the wall, and put a piece of pipe 
in where it leaked. Then when we learned a little better, we could take 
a piece of copper pipe, and just bypass that whole bathroom. So now 
they want to disallow those things because he used a copper pipe, and 
it was a replacement. 

Now, if we are going to have to do our repairs after taxes and with 
the rent eo law on, you put us out of business. You can see that 
that can’t be done. Why should they be allowed to interpret that, 
and why should we have to hire accountants and attorneys to go down 
and fight it? 

Another item that they want, we have been on a cash basis for 40 
years. I started in the photographic business in January 1911. Three 
years before the income-tax law went into effect, I st: irted in business. 
Now, we have been on that cash basis. I asked my accountant some 
years ago, I said: “I’d rather be on an accrual basis.” 

He says, “Let’s not disturb it.” 

So, O. K. they have O. K.’d us on a cash basis. Now, the man that 
came in for 1949 wants to put us on an accrual basis and put a closing 
nventory of $22,000, which is the accumulation of capital invested 1 
nventory for 40 vears, and charge us 1949 taxes on that opening 

inventory. 

Of course we are going to fight it. I don’t know whether we can 
win or not, but why should we have to fight it? There ought to be 
iv definite there that doesn’t allow him to do it. The tax 


somethi 
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courts have decided in many cases that the Commissioner can’t do it, 
but. the Commissioner, in a report that I just got recently, says, “Well, 
we will abide by the Tax Court in these two cases, but in these cases 
we won't.’ 

What right has he to say he won’t abide by the Tax Court? My at- 
torney told me just before I came here that he has a case up in five 
instances where the court of appeals overruled the Commissioner. 
Finally they got this case through, but the Commissioner won’t agree 
to even the court of appeals’ ruling. 

Who is running this country, the Congress making the law, the 
courts determining what it means, or the bureaus? We have to take 
the power away from those bureaus. We are not complaining so much 
of the taxes. They are bad enough and that sort of stuff, but let’s take 
away the fear of the knock on the door at midday. 

The Cuarrman. Thank you, Mr. Oetjen. 

Has Mr. Miller come in yet ? 

Mr. Minuer. Yes, sir. 

The Cuarmman. Mr. Miller, will you come around ? 


TESTIMONY OF GALEN MILLER, TOWMOTOR CORP., CLEVELAND, 
OHIO 


The Cratrman. Give your name, your business connection, and 
your address for the record, please. 

Mr. Miturr. Galen Miller, vice president and treasurer of Tow- 
motor Corp., 1226 East One Hundred and Fifty-second Street, Cleve- 
land. 

I appreciate this opportunity, Senator, of being here, and in an 
effort to try to stick to what I thought the few minutes might cover, 
I have prepared a memorandum which I would like to read to you, 
if I may. 

The Cuamman. We will be very glad to have it, s 

Mr. Mitier. Towmotor Corp., with which I am associated, is en- 
gaged in the manufacture and sale of powered industrial lift trucks 
and tractors. These material-handling devices are used throughout 
industry in the storing, manufacturing, and transporting of ‘bulk, 
packaged, and palletized materials. From an idea 30 years ago, the 
business has grown to one which has employed as high as 1 000 per- 
sons. It is a typical American institution and one of the thousands 
proving that man has never devised a better economic system than 
that of free enterprise. Under this system, we in America have 
attained the highest living standard enjoyed by any substantial num- 
ber of people anywhere, at any time. 

In many social experiments throughout the world, the state has 
attempted to provide those things for man’s comfort and enjoyment, 
which, under our economy, he has the freedom, the incentive, and 
the opportunity to provide for himself. In every instance these col- 
lective systeyns failed because of the excessive cost of government, 
which, in the end, destroyed the value of the savings of the individual 
and with it his incentive to produce. Witness the lack of production 
in Socialist England today, and, of all things, a meat shortage in 
the Argentine. 

In view of this vivid record of failure elsewhere in the world, 
we view with alarm the similar pattern which is rapidly developing 
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in this country. No danger threatens America today as great as 
that of our ever-increasing governmental paternalism with its unman- 
ageable costs. You, in Congress, who are concerned with this problem, 
are to be commended for your earnest efforts in the direction of its 
solution, and I appreciate this opportunity of talking with you about 
the matter. 

It is difficult, if not impossible, to talk about the best means of 
raising money to meet the Federal budget without saying something 
about the spending which makes it necessary. Taxes are already at 

. level of diminishing return and are undermining the incentive to 
seins; and if budgetary deficits cannot be met currently, they can 
only be postponed ; they cannot be avoided. I firmly believe that tha 
record of Federal spe tines’ in the last 20 years cannot be long con- 
tinued without destroying our economy. 

I, therefore, urge reductions in the following items of expense: 

1. Eeonomiec and military aid to foreign nations: If we have had a 
foreign policy, such policy has gotton out of control. We have been 
far too eager to intervene In matters pr imarily affecting others abroad 
and to waste our money under the illusion that friendship can be 
bought. For example, it is reported on good authority, that, after 
spending many millions of dollars in Greece, we have fewer friends 
than we had before our outlay. We cannot spend ourselves into secu- 
ritv—either abroad or at home. 

Military appropriations: The controversial cut of a billion dol- 
lars can be increased without endangering our security. Putting it 
properly, the dangers resulting from the additional expenditures are 
greater than those which may be averted by its outlay. 

8 Benefits to veterans: While reduction of ow nefits to forn er ser'y 
icemen presents a difficult problem politically, at some point the issue 
must be faced, realistically. The mere fact th: at a citizen has made a 
contribution to his country in the form of military service does not 
entitle him, if able-bodied, to subsidies destructive of the country’s 
future. for which he served. Any such policy is of no real help to 
him or to his offspring. 

t. Administrative costs: While the total of this part of the budget 
is considerably less than of those referred to before, there is, never- 
theless, substantial opportunity for savings. Qualified experts have 

carefully studied the problem and have pointed the way to realization 
of these economies. All that is needed is sufficient political courage 
to follow the recommendations. 

Unless some such reduction in expenditures is quickly brought 
about, we can expect the current burden of taxation to remain. 
Where does that leave us? 

In the ease of our company, our bill for Federal taxes last vear 
was about 214 times the earnings which remained. It was almost 414 
times the amount our owners received on their investment, and doubt 
less 9 times the amount they retained as a group after their personal 
taxes. In 1951 our sales were 70 percent greater than the year before: 
our net earnings were less, so the tax collector got all the benefit of 
the increase. 

We have been thinking it would be advisable to spend, what would 
he for us, a large amount of money to expand t he plant, thereby pro 
viding more jobs and more produe tion. In view of our tax situation 
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however, if we should miss our guess we would take all the loss, and 
if we were right, we would get less than a third of the gain. To put 
it mildly, our - investment is somewhat discouraged. 

Our company merely reflects the general situation in this country 
today. 

It is hoped that with a reduction of Government expenditures the 
tax law may be so revised as to restore confidence in the future and 
revive the incentive to produce. 

In the time available, it is impossible to do more than point to cer- 
tain provisions in the present Federal Revenue Act believed to need 
change. 

Excess-profits taxes: A special tax levied only on excessive profits 
resulting primarily from abnormal conditions during a period of na- 
tional emergency might be desirable if such theory could be put into 
practice. Difficulty in defining normal profits, in order to tax the 
excess, renders the present law of doubtful value. The logic of the 
invested capital basis can well be questioned, since there is probably 
no more widely varying relationship between companies than that of 
earnings to invested capital. The assumption that earnings in the 
4 years—1946 through 1949—were normal might be sound as an aver- 
age; unfortunately, there is no average company experience and, ex- 
cept for a few taxpayers, half are favored and half prejudiced. It is 
also illogical to assume that the earnings of an individual company 
in excess of the higher of ny two bases are attributable to abnormal 
conditions brought about by the emergency. In this connection, it 
should also be borne in mind that currently renegotiation of war con- 
tracts goes far toward limiting profits resulting from the emergency. 

Indications are that the additional revenue produced by this tax. 
based on 1951 returns, is not so great but that it could have been better 
raised otherwise—principally through an increase in the normal and 
surtax rates. Certainly, such method would be simpler to administer. 
be easier to understand and would tend to eliminate the extravagance 
and bad practices encouraged by an 80-percent tax bracket. 

A 52-percent combined normal and surtax rate limits the effective- 
ness of an excess-profits tax. In 2 years, the area in which such tax 
could be applied, assuming a minimum rate of 80 percent, has been 
reduced only 3314 percent. At an over-all rate of 70 percent, the 
reduction has been 50 percent. 

The excess-profits tax is a marginal tax and sensitive to declining 
earnings. Based upon first-quarter earnings and the outlook for the 
rest of this year, revenues from this tax will be materially—I say 
materially; it might not be—less than for 1951, aggravating your 
problem. Frequent revision of the law is to be avoided insofar as 
possible. 

For the reasons stated, it is hoped that the excess-profits tax prin- 
ciple will be abandoned. 

B. Section 102: Under this section of the revenue act, a corporation 
is subject to a serious penalty if earnings beyond the reasonable needs 
of the business are retained for the purpose of avoiding taxes other- 
wise payable by the shareholders. For any company in which stock 
holdings are concentrated, as they are in most small businesses, this 
law is a nightmare, and in its present form it cannot be fairly inter- 
preted by management. Asa result, ill-advised dividend action is fre- 
quently necessary in order to be sure that a crushing penalty will not 
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be assessed by a collector whose opinion, in respect to the reasonable 
needs of the business, does not agree with that of the management. 
The word “opinion” is used advisedly, since the law provides no 
measuring stick for the guidance of management and imposes no limi- 
tations on the collector. 

Fully recognizing the need for a law to prevent tax evasion, this 
present section can, and should be revised so as to define the intent of 
Congress in a manner which could be understood and applied by 
managements without endangering their company’s resources. 

C. Depreciation and amortization: Normally, depreciation of cap- 
ital assets has been based upon the useful life of the asset. The useful 
life of a specific item is generally determined to be the same for all 
companies 1n a given industry , as set forth in what is known as Bulletin 
F of the Revenue De ‘partment. While extraordinary conditions may 
receive special consideration by the Department, these periods are gen- 
erally long (particularly for buildings), since they are based upon 
the physical ile of the asset. They bear no rel: ationship to their use- 
ful life as contemplated by the owner at the time of purchase. It is 
suggested that it would be in the interest. of the parties concerned, to 
permit the taxpayer, at the time he acquires a depreciable item, to 
establish, within limits, the period over which he will depreciate such 
an asset annually. 

In that connection I think our good citizen, Mr. McDonald, of 
Warner & Swasey, wrote a very excellent article, of which I later saw 
a copy, in favor of this principle. There is nothing new about it, 
you know, but I have gone a little further here than I think he on 
1 have interposed the suggestion that you might put on some limits. 
[ think he leaves it entirely optional with the taxpayer. 

Under such plan, many manufacturers might well undertake expan- 
sion programs which could be written off on a short-term business fore- 

cast, and which would not be justified on a longer and more uncertain 
guess. While the Government, under such circumstances, might 
temporarily forego a certain amount of the tax income, on a long-range 
basis, it derives an increased revenue from the manufacturer whose 
sales and profits grow. 

Actually it has been true that where revenue examiners and col- 
lectors have been throwing out a great deal of items that have been 
expensed, for example, and requiring them to be capitalized, less 
money has been raised for the Government since we have been, gener- 
ally speaking, for some time in a period of rising taxation, so the 
company got the benefit of depreciation over the life of those assets 
ata higher tax rate than if the examiner hadn’t taken that position. 
So, it is a short-sighted monetary policy, and I think most manage- 
ments merely desire principles, as was stressed here a moment ago, 
that represents sound and prudent guides and policies for the admin- 
istration of the business, which in the end is -_ thing that makes 
for tax revenues, and makes for prosperity. So, to me it is a short- 
sighted policy to take the other position of the ar pana’: 

The program of heads, the company loses, and tails, the Government 
wins, actually deters revenue creation. 

D. Cost of preferred stock as temporary capital: You will notice 
that not many of these items have anything wrong with them. I don’t 
think this one does, but it happens to be one that is a pet of mine. 
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I don’t think there is enough steam back of this thing or enough 
ealistic thought. 

Corporate capital may be divided into two general classifications : 
Borrowed capital and equity « capital. Under the current revenue act, 
the cost of borrowed capital, that is, interest, is allowed as an expense 
in the calculation of taxable income. This applies even though all of 
such borrowed capital need not be repaid for a long period of time, 
during which, at the lender’s option, it may be converted into common 
stock, or equity capital. 

However, if the same amount of capital is in the form of preferred 
stock, bearing dividends at the same rate, and subject to retirement 
at the same time, its cost, i. e., dividends, would not be considered a 
deductible expense. This applies even if the preferred stock is subject 
to annual retirement over a shorter term than the borrowed money and 

carries no right of conversion into common stock. 

The annual gross cost of $1,000,000 of borrowed capital at 5 percent 
is $50,000. At the current normal and surtax rate of 52 percent, the 
net cost to a corpor: ition of such capital is only $24,000 or 2.4 percent, 
since the interest is deductible before taxes. A like amount of pre- 
ferred stock capital at the same rate costs the company over twice as 
much, since it is not allowed as a business expense and must be earned 
after taxes. At the over-all rate of 70 percent, the cost of preferred 
capital is almost 314 times that of borrowed capital. 

This situation encourages the creation of debt to the disadvantage, 
in many instances, of both the company and the Government. 

The inequity of the present situation can be greatly diminished and 
taxable revenues substantially increased by allowing as an expense all 
or part of the dividend cost of any new issue of preferred stock bearing 
a fixed dividend rate, and which is subject to retirement in its entirety 
within a given period of time. 

The vulnerability of small corporations to adverse conditions makes 
this recommendation extremely important. 

As I say, I don’t think there is anything entirely new in this prin- 
ciple. But it does seem to me that going back to the old days when we 
thought there were probably in the main two forms of capital, common 
capital which shared the gains and losses of the business, and debt, 
that we haven't kept up to date in the modern method of corporate 
finance. And I, for the life of me, can’t very well see a great deal of 
difference in essence and actually in practice between the cost of the 
business or the character of the business, between the borrowed money 
and the preferred stock, certainly when surrounded by some of these 
limitations. 

I will agree it is still not debt, but, from the point of view of the 
user of the capital, the function of it and the purpose of it, and in 
history a good deal of the effect of it through controls which have 
been put into management in cases of default as against the imprac- 
ticability of foreclosure action or forcible action on a debt, in practice 
doesn’t make quite as big a difference as one might earlier have believed. 

E. Incentive taxes for new businesses: High taxes discourage new 
business ventures. If you were thinking of starting a new business 
today, the chances are less than 1 to 5 that it will he successful. If 
vou do make a go of it, taxes will take half the profit. If there is 
enough left to pay dividends, individual taxes will take from 25 to 
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90 percent of such income from your gamble. No wonder investors 
buy tax-free bonds and men with ideas of the kind that gave this 
country the greatest living standard in the world go begging. 

It is suggested that some form of tax exemption or preference be 
granted new corporations, perhaps of limited size, for the first few 
years of their existence. Every reasonable inducement should be ex- 
tended new enterprises venturing to better serve the insatiable need 
of mankind. 

Practically every large employer and emi in America today 
began as a small business, and only profitable businesses continue to 
pay taxes. 

If I could lend any emph: isis to this, I think as a general comment 
you will get everybody’s opinion as to what todo, I present mine very 
humbly, but I do think we have not kept up to date; I don’t think we 
have thought of corporate taxes very keenly in our laws for revenue 
raises; and I think we have completely lost sight of a very essential 
thing: To put some fertilizer to the ground to get a crop and provide 
some incentive for new business. 

I apprec late very much the opportunity of being here. 

The Cuarmman. Thank you, Mr. Miller, and let me say this: You 
have brought out some points that others before you have not. I 
believe that in the hearings I have attended you are the first who has 
brought up this question of the difference between the borrowed money 
and preferred stock. It may be 1s at it has been brought out in some 
of the hearings I did not attend, but I have not heard it. I appre- 
ciate your bringing that point in. 

Mr. Miter. I think we dipped our toes in the water a little bit 
when the excess-profits tax laws became rather punitive for a corpo- 
ration such as the public utility companies. They did inject part of 
this theory in it. If you recall, there is some pesteweite e given to 
preferred stock issues in respect to additional dividends, but I don't 
mnivself know why. I have talked only to a few people about it. I 
lave yet to experience any strenuous criticism of it. Generally I 
think it has been received as one that can be made workable. 

I realize the difliculties sometimes in trying to get these things down 
to relieve this gentleman who spoke ahead of me of some of these pains 
that are very bad. It is difficult sometimes to administer certain priv- 
ciples, but I think this one would not be very difficult of adminis- 
tration. 

The Cuatrman. Of course, it is difficult, if not almost impossible, to 
draw up legislation that will be airtight 14 2,750,000 different. bus'- 
nesses in the United States, because there are almost as many different 
problems as there are different budinabison? That is the reason that 
it has been found necessary to have a certain degree of flexibility, par- 
ticularly in the regulations. 

Mr. Mituer. Sir, may I ask a question? Does there seem to be 
much encouragement in connection with 102? 

The Cuatrman. Yes. I am glad you brought out that point, too; 
I believe that has been fully discussed in every hearing that we have 
held, and the point has been made by some of the Government officials 
that perhaps there is more fear of 102 than is justified, that it has been 
used so infrequently there is no justification for the fear that so many 
companies seem to feel of it. 


98399—52—pt. 2 5 








212 TAX PROBLEMS OF SMALL BUSINESS 


Mr. Miuuer. Isn’t there some way in which you can legislate that 
assurance ¢ 

The Cuarrman. I am certainly hopeful—— 

Mr. Miuuer. I have been through so many conditions where law- 
yers come into the directors’ meeting and actually rattle the bones to 
the point that we make poor decisions. 

The CuarrmMan. Yes; I can understand that, and I think I can 
assure you that we, as a committee, are quite sympathetic with the 
viewpoint that something should be done to lift the pall of fear from 
businessmen so far as the penalty under section 102 is concerned. 
I believe we will be found trying to get that changed in the next tax 
law, and I see no reason why we shouldn’t get it, because it hasn’t 
produced any revenues, and has created more ‘fe sar, and, I believe, has 
done more harm than it has done good. 

Now, there is one point that doesn’t bear directly upon the tax 
problems, as it confronts small business, but you brought it out and 
it is interesting. You referred to that billion-dollar controversial cut 
in the military defense. I don’t understand that, because, as a matter 
of fact, we cut the expenditures about $6,000,000,000. 

Mr. Miuuer. I expected you to be here somewhat earlier, Senator. 
I think you were scheduled earlier. 

The Cuamman. That is true, but because we had some of these big 
appropriation bills we had to stay in Washington pretty close. 

Mr. Mitier. Well, you get a lot of free opinion, even better than 
this, on cutting the budget. 

The CHarrman. It will be very interesting when we see a final 
compilation of the appropriations. I have not yet seen it, but I be- 
lieve it will be found that we cut the budget over $10 billion, 

You may recall that the Joint Committee on Economic s, of which 
I am a member, recommended back in the first part of the year that 
we cut the budget by at least $10 billion, figuring that if we cut it by 
$10 billion we would be on a cash-operating, balanced basis. That 
would not be a balance of the administrative budget, but of the cash- 
operating budget. I just wanted to put in that little plug that we had 
done better than you had anticipated when you prepared your state- 
ment some time ago. 

Mr. Miuuer. I just wanted to ask, too: Do you find much sympathy 
toward affording new businesses some incentives? We see it elsewhere 
in the world—Puerto Rico. 

The CHamman. Yes. As a matter of fact, you may recall that in 
the last tax law we did give some consideration to small business; a 
little bit, not much, but a little bit. 

Mr. Mixxer. Pretty tiny ; ; yes. 

The Cuarman. The fact that small business is given the exemp- 
tion on the first $25,000 and then, what is it, 5-year growth provision 
for new businesses. We made a little headway. We don’t think we 
made enough. 

Mr. Mitier. The growth provision, however, was on the excess- 
profits side, and it seems to me that the big problem in this country 
is actually that. 

Now, this business that is ours was started by the man who had the 
idea that this device was a good one, as had many, many others. He 
started it in 1919 and just went through hell and high water, family 
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lost all their money, and he was so flat busted that he couldn’t buy 
gasoline. But he stayed with it from 1919 until 1933. ‘That’s 14 years, 
and that’s a long period. He would not be convine nd that this wasn’t 
a good device. 

From 1933 on, it showed its merits, and his results are quite a con- 
tribution. It is quite an industry. Now, that to me is the thing that 
our tax laws, I don’t believe, have been paying enough heed to—the 
struggle of a new business, a new idea. I don’t think it is anything 
other than the matter of raising more revenue for these laws to offer 
more incentives to people with money and people with ideas to get 
together and give them a period of 3, 4 years. As I say, in this case 
it took 15 to prove it. 

It went busted a couple of times, reorganized a couple of times, 
To give them a chance to see if they can’t be a revenue producer for 
the ‘Government, because that’s the only way in which we are going 
to pay the taxes. I think the laws have been entirely neglectful of 
that struggle, and of that need—as I call it. the fertilizer on the 
ground. 

I appreciate very much being here, Senator. 

The Cuaiman. Mr. John Bolesky. 

Mr. Bolesky, will you come around, s 


TESTIMONY OF JOHN D. BOLESKY, THERM-0-DISC, INC., MANS- 
FIELD, OHIO 


The Cuatrman. Mr. Bolesky, for the record will you give the name 
of your company and your address 

Mr. Boresxy. John D. Bolesky, president, Therm-O-Disc, Inc., 
Mansfield, Ohio. 

The Cratrman. We are glad to have you. Just proceed in your 
own Way, sir. 

Mr. Boresky. It is a pleasure to have the opportunity to express 
my feelings on the subject of corporation taxation and related facts. 
Our business, which is the manufacture of thermostatic controls, had 
its beginning i in early 1946, and since has been through the stages of 
high- level business activ ity, prices, and stifling taxation. 

At the start we were subject to a 38-percent tax incorporation in- 
come. During this stage of early growth, when taxes were at a 
sensible high level, we were in the formative stage, and consequently 
were unable to take too much advant: age of the lower rate. We were 
fortunate in our line of business to get products which were readily 
salable, due to conditions which are not related to war. Iam referring 
to the controls for electric water heating, which was just getting 
started before World War II, and automatie clothes driers, which 
were developed after the close of World War II, plus many miscel- 
laneous items, 

It is very discouraging to work and develop new products and find 
at the end of the year it may be difficult to get sufficient money to- 
gether to pay your taxes, especially when you see how the money you 
paid is squandered. The problems of business, especially a new 
business, become increasingly greater each year of growth. By this 
I mean it seems to run into a stone wall, due to Government taxes, 
restrictions, and regulations. 
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A concrete example of a problem is demonstrated by percentage = 
taxes versus net worth listed below. At the close of our business yea 
as of April 30, 1952, we owe 42 percent of our total assets in taxes, aa 
our tax debt was 72 percent as great as our net worth as of the above 
date. Conditions, as shown above, could not and did not exist when 
our country was on the road to becoming the greatest industrial power 
onearth. It seems impossible to believe ‘that we have reached the peak 
of our free enterprise system and now have declined to socialism, but 
it is not hard to believe when you are close to the facts day after d: ay, 
not only on taxes, but on Government bureancrac y. 

We have not solicited Government contyacts, except those within 
the scope of our standard business. We new understand all Govern- 
ment business is to be renegotiated on a 10 percent profit basis; and, 
in turn, it will be necessary to pay our regular corporation taxes on 
the 10 percent profit. T his will allow a profit of a little over 3 percent, 
which is not sufficient for business which is trying to grow and be 
progressive. 

It is my hope some reasonable tax reforms can be made which will 
bring back the incentive system and remove the constant fear of going 
broke paying taxes. 

Now, ti king about the constant fear, some of the laws in the coun- 
try which aren’t related to taxes, for instance, the wage stabilization 
law, if you don’t follow the law to the “T” you are subject to not 
having some of your employees tax exempt on your income tax return, 
We have classified all of our employees and tried to calculate the law 
to the best of our ability. We go to the WSB for approval, and they 
are still kicking us around. We don’t know where we stand on that at 
all. Of course, we work through the Cleveland office up here; but 
they come along with the story that we must go to all of our competi- 
tors in the area and get their wage rates before it is permissible for us 
to standardize on our rates. 

Of course, I think there are a lot of you who have gone through a 
new business where, when you start, you don’t always have your rates 
laid out and everything completely clear cut, and it is pretty discou- 
raging when you bat your head against the wall time after time and 
have your attorney call them and still get the same story. That’s one 
of your fears, of course, in business. It is only one. 

Now, as far as a business is concerned, it is primarily for the pur- 
pose of making a living for people and making things so that people 

can have more of the better things of life. There is a great satis- 
faction in doing these things. I never could quite figure ‘out why it 
had to be such a struggle to get capital to buy the equipment to give 
somebody a job. In my opinion, the only personal gain that you get 
from a business is what you take home yourself. As long as you have 
it set in a business and are getting people employment, you are not 
taking any more personal gain from that business than your employees. 

I felt right along that one of the best solutions primarily would 
be to allow the buying of capital equipment to a certain extent of 
your business, be able to carry so much surplus cash that you wouldn’t 
have to worry about taxes on it, so that you could have some in- 
surance that from year to year your business is going to keep on 
going. As long as you have a high level of business activ ity, you are 
going to be all 1 ight. But everybody has reverses in business. and 
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it doesn’t take very much to reverse when you owe the Government 
so much in taxes that you aren’t able to pay it. 

I feel that something could definitely be worked out along the line 
that a certain percentage of profits or a certain percentage of your 
business could be put into capital equipment, building equipment, 
and so forth, what we call capital money, and I think that the 
small-business man cud caer \inly be a lot better off than he is today. 

Now, for instance, the small-business man is not able to buy the 
type of equipment that he would like to have at all times, but every 
time we want to buy a piece of equipment the at costs $5,000, we have 
to make $15,000 profit ‘in order to buy it. Sometimes it is a little bit 
tough. 

The Cuarrman. What was that figure again ? 

Mr. Botesxy. What’s that? 

The Cuatrman. The last figure you said. In order to buy $1,000 
worth of equipme 

Mr. Botesky. No, $5,000. 

The Cuairman. You had to make $15,000? 

Mr. Botesky. Actually our tax last year was 67.5 percent. That’s 
over two-thirds. 

The Cuamman. Any questions? 

Mr. Srutts. No, sir. 

The Cuatrman. Mr. Brush? 

Mr. Brusu. No. 

The Cuatrman. Mr. Bolesky, we appreciate your coming up here, 
and we have been glad to have you with us. Thank you for the 
statement. 

We now stand in recess for lunch until 1:30. We will be back at 
1:30, and continue at that time. 

(Thereupon, at 12:20 p. m., the hearing in the above-entitled mat- 
ter was recessed, to reconvene at 1:30 p.m. of the same day.) 





AFTERNOON SESSION 


The Cratmman. Let the committee come to order. We will get 
started. 
Mr. A. L. Combs, will you come around ? 


TESTIMONY OF A. L. COMBS, BARTH STAMPING & MACHINE WORKS, 
CLEVELAND, OHIO 


The Cramman. If you will state your name, business address, and 
connection, we will appreciate it, sir. 

I will say this before we start: We, apparently, have six witnesses 
this afternoon, and we have about 3 hours at the most. I do want to 
say my time is limited because I am scheduled to go back to Chicago 
tonight. 

All right, Mr. Combs, if you will go ahead, sir. 

Mr. Comes. In keeping with your request, I have prepared a very 
short statement here. My name is A. L. Combs. I am controller and 
director of Barth Stamping & Machine Works, 12650 Brookpark, 
Cleveland, Ohio. 

Our company is a contract tool-and-die shop and our business is 
subject to orders from other industries whose tooling requirements 
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are, in turn, determined by the demands of the public. If the public 
requires new and better products, then new tooling is desired; if it is 
not necessary to manufacture new products to sell the public, then no 
new tooling will be required. For this reason our business has its 
“ups and downs.” Some years business is good and some years bad. 

n previous years the tool-and-die industry depended greatly on 
profits of the good years to carry them through the losses of the bad 
years. Now, under the present set-up of high regular tax rates on 
companies, plus excess-profits-tax assessments and the added possible 
future assessments by Government renegotiation, there has been 
drained from this industry any profits from the good years, leaving 
nothing to carry them through the cycle of bad years. 

It so happens that the base period determining credits on excess- 
profits-tax assessment, the years 1946 to 1949, were extremely bad 
years in this area for the tool-and-die industry. This of course, tends 
to make the excess-profits-tax assessment too high for the fairly good 
business conditions which have existed since the Korean trouble 
started. Even the relief provision, based on invested capital, is not 
enough as the invested capital in this industry is relatively low com- 
pared to other industries. 

Last year our small company paid more than two-thirds of its 
profits for Federal income and excess-profits tax and is still subject 
to renegotiation by the Government. Considering that our profit per- 
centage was extremely low at about 13 percent of sales and two-thirds 
of this went for Federal taxes, this would leave us a mere 4 percent, 
which in our particular case was barely enough to meet the stepped-up 
Federal income-tax payment on March 15, 1952. 

Almost any financial statement which you may pick up today will 
show a greater sales volume running currently but with less profit 
after taxes for those risking their capital in the business. I believe 
currently that sales show an increase of 17 percent, whereas the tax 
boost is at the rate of 24 percent. To express the tax increase in terms 
of dollars, the last 5 years’ average of Federal taxes on corporate 
profits was $18.2 billion per year, whereas the last year of this five 
the Federal tax take was $26.6 billion. So business is left with con- 
siderably less profit to spend for expansions and new equipment, both 
of which create more 4 

Our present situation is one of confusion. Our sales have increased 
and our profits before taxes are fair, but we have no cash. It is a con- 
dition of “cashless prosperity” due to the cash being drained off to 
meet Federal taxes. This same condition caused the wave of bank 
borrowings just before the March 15, 1952, and June 15, 1952, tax 
deadlines. 

Our company has just completed an expansion program of build- 
ings and new machinery which was absolutely necessary. Otherwise 
we would not have created an obligation to our company of more than 
a quarter million dollars which now must be repaid on a piecemeal 
basis because most of our earnings are absorbed by taxes and assess- 
ments. This is the first time in the 34-year history of this company 
that we had to resort to borrowing. 

The nature of the tool-and-die industry requires precision work and 
precision machinery. This machinery must be kept in the best con- 
dition by the constant addition of new and better equipment. Now 
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that taxes and assessments are so high that any earnings of good years 
are drained from the business, there is no w ay to keep the equipment 
up to date except by borrowing money or renting equipment. 

Any new machines purchased at today’s prices are acquired at /ap- 
proximately three times the cost of the machines they replace. The 
same is true of building costs. You can readily determine that the low 
depreciation rates on this old low-cost machinery and facilities could 
not in any manner presume to create reserves large enough to meet 
the greatly increased cost of new machinery and new buildings. 

We need a removal of the crushing burdens of taxation on business 
and our people in order that indiv iduals will feel enc ouraged to ven- 
ture risk capital into business and will have money to purchase the 
production of business. 

We need to encourage the expansion of the essential tool-and-die 
industry, both for buildings and equipment, and we believe it is - 
tremely necessary to reduce the general tax rates on business and, i 
possible, remove the excess- profits tax entirely and allow greater r i 
of write-off on existing facilities to help create a little more reserve 
from earnings for replacement purposes. All of this is necessary to 
create more business and pick up the now declining economy. 

I didn’t in this touch at all on inheritance taxes nor section 102, 
and a lot of other things I could touch on, but 

The Cuamman. You heard the discussion on those this morning? 

Mr. Comps. Yes. 

The Cuarrman. You concur, I presume? 

Mr. Comps. They have been testified on already, but I might add 
that our company has an inheritance problem it is going to have to 
face very shortly, and I would like to see some work done on those 
inheritance taxes too, so that when something like that does happen 
our company can still exist when the thing is over. 

The CuHairman. What specific recommendation could you make 
with reference to inheritance taxes? In other words, what can the 
Government do in the form of revising its tax structure that would 
help your company with its particular problem ? ? 

Mr. Comps. At the present time our principal stockholder, of course, 
is the president of the company, who is about 79 years of age. He 
owns all the preferred stock and one-sixth of the common stock. He 
believes we are going to have a problem of taking over that preferred 
stock and paying the inheritance tax on it. 

How we are going to do it, we don’t know yet. I think that the 
Government does allow us at the present time a year’s time. Isn’t 
it a year to make up this—— 

Mr. Brusu. With the permission of the Commissioner, I believe 
you can go as high as 5 years, renewed at 6-month periods. 

Mr. Comps. Well, you still have the problem of facing that in- 
heritance tax in order to keep the business in the hands of the or igi- 
nator of the company. 

The CuammMan. I was wondering if the principal thing the Gov- 
ernment could do was extend the time within which that payment can 
be made? As has been stated, it is already provided that it may be 
within the discretion of the Commissioner. 

Mr. Brusn. Within the discretion of the Commissioner to extend 
it to that time. 
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The CHarrmMan. To extend it as long as 5 years. It seems to me 
that would be the biggest single problem, time enough to work it out. 

Mr. Comps. That’s right. That’s what any company needs today 
that is faced with the high tax problem that they are. 

The CuarrMan. Let me ask you this question: I notice you used 
in here a couple of times the expression “taxes and assessments.” 
What assessments are you referring to ¢ 

Mr. Comes. Well, principally renegotiation. And most all the 
small companies, I think, have a certain amount of Government busi- 
ness which is renegotiable. 

The CuarrMan. I was just curious as to what you referred to there. 

Mr. Comps. That’s mostly it. Of course, there are State assess- 
ments, and stuff like that, but the Federal Government has nothing 
to do with that. 

The CuatrmMan. Mr. Stults? 

Mr. Struurs. Senator, Mr. Combs has mentioned one sentence: 

I believe it is just a mere 4 percent, which is barely enough to meet the ste) ped- 
up Federal income-tax payments. 

The subcommittee has heard testimony that the so-called Mills 
formula has been a real ramrod held against the heads of business- 
men, the progression from 25 percent e: ach quarter to a 50-50 in the 
first two quarters. Is that your own personal feeling, too? 

Mr. Comes. That's the proble m that we have right now. We went 
into our expansion program in order to take on some Government 
business which they had asked us to take, and we built our new build- 
ing out here, and bought new machinery, and used all of our cash 
that we had available. 

Now, with the stepped-up and increased tax payment which is due 
on March 15 and June 15, we are just operating from hand to mouth 
in order even to meet those tax payments. 

As a matter of fact, I wrote this payment here a little bit before 
our June tax payment came up, and we actually did have to go to the 
bank again to borrow enough money to make our June 15 tax payment. 

Mr. Sruurs. So you just can’t afford to make a profit these years, 
can yon: you have to go into debt both to Uncle Sam and the bank? 

Mr. Comes. That’s right. 

I might also add for the record that we have been unable to pay 
any common-stock dividends, because we are unable to accumulate any 
cash in our business. 

Mr. Srutts. You have been, however, increasing the net worth and 
equity of the firm ? 

Mr. Comps. Well, the net worth of the company has increased very 
little. We have the problem of paying the div idend on the preferred 
stock, which is cumulative; and that, of course, is not deductible for 
tax purposes, like the interest on a bond. 

It is the same problem that the gentleman this morning brought up. 
If that could be treated as tax deductible. the same asa bond, it F might 
help our particular company some. 

The Cuatrman. Anything, Mr. Brush? 

Mr. Brusu. No, sir. 

The Cuairman. Thank you very much, Mr. Combs; we appreciate 
your coming and giving us your presentation, | 
Mr. Comes. All right, si 
The Cuamman. Mr. Spencer D. Corlett. 
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TESTIMONY OF SPENCER D. CORLETT, CHAMBER OF COMMERCE, 
CLEVELAND, OHIO 


The CHatrMan. Give us your name, address, and business connec- 
tion for the record, if you will. 

Mr. Corterr. Senator Sparkman, gentlemen, my name is Spencer 
D. Corlett, and I am here representing the Cleveland Chamber of 
Commerce, an organization having some 4,700 members, of which 
several hundred represent what we consider small business. 

It is my understanding that you are seeking particularly informa- 
tion on the effect of corporate income and excess-profit taxes on 
small corporations. Instead of dealing with generalities, I would 
prefer to pin-point my statement to a small Cleveland corporation of 
which I am a shareholder and director, and which is a member of the 
chamber, but this case is typical of many others. By “small” I mean 
that it has an estimated financial strength of $300,000 to $500,000 ac- 
cording to Dun & Bradstreet, and employs a little over 100 people. 
Many of them are closely held, and for that reason they would like 
their names withheld. In two cases they are held by family groups. 

If you will turn to the chart which, I think, is an appendix, I think 
these figures can be shown more easily. 

The following figures are rounded out to the nearest hundred dol 
lars. Only the base years 1946 through 1949 and 1951, the first full 
exc ess-profits tax years, are used. Its net sales for 1946, 1947, 1948, 
and 1949 were $563,000, $567,000, $774,000, and $766,000, respectively. 
In 1950 its sales increased. In 1951 its sales doubled to $1,531,000, 
almost three times the sales in any one of the base years. This increase 
represents better sales effort and a better product. No part of the 
increase represents defense work, sine ‘ause only about $50,000 of defense 
subcontracts were performed in that year, 1951. Its net profits before 
income tax for the same years were $74,400, $46,300, $63,300, and 
$72,000, respectively. In 1951 its net profit before Federal income tax 
was $147,200, double what it was in 1949. 

Net profit after taxes was as follows for the years 1946, 1947, 1948, 
and 1949: $46,000, $28,000, $39,000, and $44,400, respectively. That’s 
the base years. In the year 1951 its net profits after payment of taxes 
was $57,000. Federal income taxes in the years 1946, 1947, 1948, and 
1949 were $28,500, $18,450, $24,000, and $27,500, respectively. In the 
year 1951 however, it paid a combined income and excess-profits tax of 
$90,000. In other words, while its sales doubled the sales of 1949 the 
last year of its base period, and, while its net profit before taxes 
doubled that of 1949, its Federal tax bill more than trebled that of 
1949, and its net profit increased only $12,600. What then was the 
effect on corporate finances of this tremendous tax load? Since the 
war the corporation has found that it has on hand some obsolete or 
worn-out machinery which is in danger of breakdown at any time and 
should be replaced immediately. In other words, what is referred to 
as cree ping obs ole sce nce a matter referred to before another subcom 
mittee by a Warner & Swasey man, MeDonald. 

As a matter of fact, ‘a is need of about $75,000 worth of replace 
ment machines, of which $25,000 worth is now on order. No part of 


this represent : plant expansion but merely the maintenance ot present 


equipment. In 1951, after the payment of modest dividend of less 
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than $15,000—and may I say that this modest dividend would have 
been a great deal less had it not been for the fear of section 102—much 
of that $15,000, small as it was, would have been plowed back for new 
equipment—but in 1950, after the payment of a modest dividend, it 
had only about $44,000 with which to pay off inventory loans, purchase 
new machinery and equipment, as well as purchase more inventory. 
To put it another way, in spite of unusually high earnings in 1951 it 
did not have sufficient cash after taxes to “plow back” for needed im- 
provements and inventory. 

In the years 1946, 1947, 1948, and 1949, its December 31 inventory 
showed the following amounts : $77,300, $67,000, $109,700, and $91,000. 
On December 31, 1951, however, due to a doubling of its sales over 1949 
and increased prices it had to carry an inventory of almost $200,000 
as contrasted with an inventory of only $91,000 in 1949. There was 
simply not enough cash left after the Federal tax of $90,000 in 1951 to 
purchase the inventory needed for the larger sales volume and to 
replace worn-out and obsolescent machines and equipment. 

I make no claim to knowing very much about Federal income taxes 
and excess-profits taxes. I have a certified public accountant who can 
handle that work. I do know, however, that it is almost an impossibil- 
ity to draft an excess-profits tax law that will prove even reasonably 
equitable to all taxpayers. The chamber has opposed it for that very 
reason. 

The Cleveland Chamber of Commerce has urged, instead of a tax, 
an attempt to capture excess profits, if there are any, through an 
excess-profits tax, there be an increase of the regular corporation tax, 
bearing in mind that we have the Renegotiation Act, which is sup- 
posed to capture excess-profits taxes as the result of war contracts. 
Now, in the case of this corporation, as I said before, it had only 
about $50,000 of war contracts last year, which was a very small 
percentage of its business, so that it cannot really be charged with 
making an excess profit out of the defense effort. 

At best, this taxpayer’s base period shows small net profits com- 
pared to 1951, but in that same base period the inventory required 
to be carried was from about one-third to one-half of the inventory 
required to be carried in the calendar year 1951. This increased cost 
for the purchase of additional inventory is apparently not considered 
in the excess-profits-tax provision of the law and no relief can be 
obtained as a result of the low earnings in the base period because 
even those lower earnings were “normal” in this particular case. I 
checked with our CPA, Scovell, Wellington & Co., in this case, and 
they said there was nothing in any relief provision in the 1950 act 
which would have reduced their taxes beyond the amount which 
appears payable on their tax return. In other words, every possible 
means of tax avoidance, as distinguished from tax evasion, was sought 
to give relief. 

The excess-profits tax, coupled with the very high corporate income 
tax, has siphoned off what would normally be the working capital 
of the corporation; this in turn has forced it to borrow from the banks 
and from its shareholders and sell more stock. In has done both. 
It has borrowed from its shareholders, it has borrowed from the banks, 
it is in the process now of selling more stock to its shareholders. 

There is nothing so discouraging to any businessman, but par- 
ticularly to a small-business man, as to find out at the end of a 
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calendar year that every effort he has successfully made to increase 
sales and to cut down unnecessary costs has only resulted in a decrease 
in his working capital, with the wolf howling a little louder outside 
his door. 

Now, I have picked, gentlemen, this one concern, and given you 
the exact figures because it is typical of so many that I have heard 
about which are companies unwilling to come up here because of 
the nature of their closely held concerns, family concerns, and lay their 
cards on the table. 

The CuarrMan. As a matter of fact—no; I started to suggest that 
if we had a faster depreciation allowance for plant equipment, this 
problem might not have been presented. That may be true if we had 
it back over the years. 

Mr. Corterr. But we didn't have it far enough back. 

The CuarrmMan. Yes. 

Mr. Corterr. That’s right. Of course, there is another thing to be 
borne in mind in connection with the problems of depreciating your 
equipment. An awful lot depends on how much you use that equip- 
ment. If you buy a machine costing, as we bought a new piece of 
machinery, $25,000 or $30,000, if we are going to use that one shift, 
its life is a great deal longer than if you are running three shifts and 
using that machine, and only conditions would tell you that story. 
Faster obsolescence would help out unquestionably. 

The Cuairman. Mr, Stults, do you have any questions 4 

Mr. Sruurs. No. 

Mr. Brusu. Under section 102, Mr. Corlett, the burden of proof 
the big obstacle there: isn’t it ? 

Mr. Corterr. That’s right, and corporations with which I am con- 
nected as director just don’t aoe where they stand. So they lean 
over backward to pay out more in dividends than prudence would 
justify. 

In other words, it is a sword of Damocles hanging over their heads. 
I have, at the point of repeating what has been said before, said that 
things should be clarified a little more so that we know whether 102 
apphes to us. As the Senator said, it hasn’t been applied too fre- 
quently, but there is always that sword of Damocles, and they are 
afraid to ti ake the chance. 

The Cuarrman. Thank you very much, Mr. Corlett. 

Mr. © ORLETT, Thank you, gentlemen. 

The Cuamman. You have given us a very good typical case. 

Mr. 8S. 8S. Parsons. 


TESTIMONY OF S. S. PARSONS, PARSONS ENGINEERING CORP., 
CLEVELAND, OHIO 


The Cuarrman. Mr. Parsons, will you identify yourself for the 
record, and proceed as you see fit. 

Mr. Parsons. Senator Sparkman, Mr. Stults, Mr. Brush, I might 
say before starting that we here in Cleveland are all deeply indebted to 
you gentlemen for coming this week when other matters have been 
so pressing. We are very r als id that we are getting our group’s testi- 
mony under the wire this ‘month. 
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My name is S.S. Parsons. I am the president and principal stock- 
holder, among 30 other investors, of the Parsons Engineering Corp.. 
9545 East Seventy-ninth Street, Cleveland, Ohio. 

We manufacture dust collectors and sandblast equipment, together 
with numerous fabricated-steel and welded products. We also are 
just now, as usual, making gun parts for the Navy. 

We are incorporated and started business in’ 1929 as the western 
sales and engineering representatives of the old New Haven Sandblast 
Co., New Haven, Conn., which I had handled in Cleveland since 1923. 

In 1936 we rented a plant and started manufacturing on East 
Eighty-second Street off Union Avenue, with about $15,000 invested 
capital and 10 employees. 

As of January 1952, we have a net worth of approximately $450,000 
and 95 employees and own a 55,000-square-foot modern plant. 

The growth has been fairly steady, accelerated by war business in 
World War IT, but very much handiec: apped by exe ess-profits 80 percent 
tax inthat period. T hat was because in the period 1936 to 1940, which 
were our base years, our base period—it was our first 4 years in bus! 
ness—and there was no consideration given in World War II to the 
corporation just starting up. So that we were able under our war 
contract to set up the required plant and equipment but not to get 
our liquid assets in as good a con dition as we might have. 

After the war, we invested $70,000 in new equipment inasmuch as 
our old equipment was used up, and we branched out somewhat in 
various items to maintain our volume, which had been cut in 1945 from 
“1,250,000 to $800,000. I might say that during World War ITI we 
took on about 25 or 30 percent. 

Last year, 1951, the volume was $850,000, but the profit only $35,000 
before taxes, due to steady, heavy wage increases and higher material 
costs. 

I might say that during World War II we took on about 25 or 30 
percent of our volume in war business, making gun parts, just as we 
are now. 

I might say in that connection that we build a line of equipment that 
tukes a good while to fabricate, and are a good deal like a building 
contractor. We may take an order today and it will be 3 months 
before it is engineered and 6 months before it is built and erected. 

Our larger contracts, many of these special, usually delivered 3 to 6 
months after signing, could not usually be increased pricewise to catch 
cost increases. 

Our installations requiring 60 days at an average mean a 90-day 
turn-over of money on jobs and heavy working capital requirements. 

During the rapid last 5-year wage increase, we have not been able 
materially to increase our working capital, nor pay any dividends, 
much to the disgust of our stockholders. Incidentally, we had this 
preferred capital stock problem, and preferred stockholders haven't 
pushed us too much because from other sources we purchased 70 per- 
cent of it from outside money in other businesses. But it certaimly 
doesn’t seem sensible to have to take a 5-year period of denial of div:- 
dends to keep up your working capital. 

We have amen able to borrow the necessary turn-over money on 
contracts by discounting receivables when necessary with finance com- 
panies, but are Ds aving too high an interest rate. 
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We feel too much money is being drained out of sm: il] business in 
taxes and interest. We are cara over ‘the fact that 44 percent of 
business is delinquent in current taxes with no established method 
developed to help legitimate business carry its increasingly heavy tax 
load. 

Another 3 or 4 years of the Leon Keyserling theory, and our own 
Congress will probably bankrupt or put out of business from one- 
third to one-half of the small businesses of America. 

Designed to fight Russia and communism, our heavy tax program 
is slowly but surely becoming an aid to the Reds, discouraging and 
destroying the pioneers and bulwark of America—the free, competi- 
tive, and private enterprise. 

What to do—you who are in Washington representing us: 

|. Eliminate excess-profits tax and surtax under $50,000 for cor 
porations and partnerships. 

2. Set up an FHA insurance plan to permit legitimate business to 
pray delinquent taxes over an extended period. 

if absolutely necessary to continue to spend the budget abroad, 
t let the national debt increase, rather than kill our smaller pro 
ial Ing units 

t. Quit letting Russia bluff and work on your fears—money will 
not buy a single fighting man in Europe and we can't produce enough 
here, at least for very long, to finance the world with contiscatory taxes 
from our own flesh and blood. 

Db. The smaller business of America will back our Government to 
the limit, but let’s cut out some of these excessive Government cost 
bureaus, and regulations. Business will operate bett: he American 
way. 

In conclusion, I might add that Iam now chairman of the board of 
the Smaller Business of America, Inc., 406 Euclid Avenue, Cleveland, 
Ohio. | have served for the past 5 years as chairman of its legislative 
and tax committee, and am intensely interested in the problems of 
small business. 

The CrarrM AN. Mr. Parsons, l noticed 1} nh yout! paper vou usec the 
date Friday, May 16, 1952. I just want to say that after so long a 
time we are ol: ad to be here to hold this hear! ing. Lam SOrry the hear- 
ing was scheduled at that time and did not go through when you were 
prepared to testify. Senator Hendrickson, of New Jersey, is chairman 
of our tax subcommittee, and it was his plan to hold the hearing at 
Cleveland. He simply was not able to get away at that time. 

Lam glad that we are — able to get out here and hold this hear- 
ing. We are glad that all of you held your material for us. We 
ap spree late your presenti itions. 

Mr. Parsons. I would say this: There was very little change, except 
that I am very glad to see that we have cut 8 to 10 millions off our 
picture, but we are still- 

The Cuairman. Won’t you change that to “billions” instead of 
“millions” ¢ 

Mr. Parsons. Billions; yes. Excuse me. But I still think, Sena 
tor, that we have got a scrap for the next year’s tax picture as far as 
small business is concerned. 

The Cuarrman. I agree with you. 

Mr. George Bradner. Come around, Mr. Bradner. We are glad 
to have you. 
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TESTIMONY OF GEORGE T. BRADNER, LEES-BRADNER C0., 
CLEVELAND, OHIO 


The CHarrman. If you will identify yourself, your business and 
address for the record—— 

Mr. Brapner. My name is George Bradner of the Lees- Bradner Co., 
12120 Elmwood Avenue, Cleveland 11, Ohio. My position with the 
company is secretary-treasurer. The company builds machine tools. 

The Cuamman. Let me ask you, do you also represent an associa- 
tion ¢ 

Mr. Brapner. I do not, sir. My brother is on the Government rela- 
tions committee.of the Smaller Business Association of America, and 
our apologies for the fact that he will not be here. One of the exhibits 
is the remarks he would have made on May 16. 

The Cuatrman. Would you like to have that included in the record ¢ 

Mr. Brapner. Yes, I will do that. That’s exhibit D. 

(The document above referred to was marked “Exhibit D” for 
identification and accompanies the record. ) 

Mr. Brapner. Mr. Chairman, honored gentlemen of the committee, 
my company sincerely appreciates your extending the courtesy of per- 
mitting our appearance here today, and as this is the Taxation Sub- 
committee of the Senate Small Business Committee, we will refrain 
from delving into the other problems of manpower and material of 
the machine tool builder, and deal with the third M—money. 

Only money will pay taxes, and money spent for taxes cannot be had 
for wages or for material or for machine tools. Now we cannot agree 
\ ith an editorial in a local labor paper, ‘The Labor Union, headlined 
July 11, “We need these taxpayers.” It cited a California power and 
ight company whose, and I quote, “taxes are the company’s largest 
single item of ope rating expense. se 

Taxes are not an operating expense; taxes are a levy on wages and 

levy on prolits. This is basic and important—an integral part of 
our republican form of rovernment. Let me cite from our Federal 
Constitution : 


Article I, section 2, “* * * direct taxes shall be apportioned 
among * ° .’ and again in section 7, “all bills for raising reve- 


nue shall originate in the House of Representatives” (elected by the 
people). Section 8: “The Congress shall have the power to lay and 
collect taxes * * *” Only in section 9 do we see the one prohibi- 
tion upon the taxing power of Congress, “* * * no tax or duty 
shall be laid on articles exported * ** Then, of course, article 
XVI (income tax) which, said the Supreme Court in 1916, was not to 
extend the taxing power of the Government, but to exclude the source 
as a criterion. ihe stekoman popularly attributed to Mr. Harry 
Lloyd Hopkins in 1936, “We will spend and spend, tax and tax, elect 
and elect,” cynically indie ‘ates how far we have moved away from the 
Declaration of Rights in the Stamp Act of Congress of 1765, which 
said “that it is inseparably essential to the ne aang of a people, the at 
no taxes be imposed on them, but with their own consent * * 

With this we can agree, and no one in industry today, large or sm: all, 
will say he wholeheartedly agrees with a normal tax, a surtax, an 
excess profits tax, pavroll taxes, sales taxes, and so forth. Enough 
on the general deplorable situation. 
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What about al company? We build machine tools. We are a 
small company, by Department of Commerce classification. We have 
been in business since 1909, and we are what is usually referred to as 
an owner-managed corporation. There are three officers, all active 
every day—and many nights—in the business. There is not a minute 
of any. day in the year that we do not have to worry about taxes. And, 
in my short tenure with the company—10 years—I have seen days, 
even weeks, go by without seeing an order come in. 

Gentlemen, no two machines that go out our door are ever the same. 
It takes 12 to 52 or more weeks to build each and every machine. We 
say “build,” not “manufacture,” because skilled men do every opera 
tion. ‘There is no automatic production line in a machine-tool plant. 

Taxes are a real worry to us, and I it like to introduce this 
pamphlet as exhibit A. It is published yearly by our Ohio Manu 


facturers’ Association. Note the encircled dates. On those days some 
one pays a tax. Incidentally, July 4 and December 25 are still 
holidays. Look at any month. We in business usually figure it’ 


2,000-hour year—50 40-hour week 
(The document above referred to follow 
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In response to many requests, expressions of approval and appreciation for 
eight previous annual OMA tax calendars, this calendar for the year 1952 has 
been prepared and published by the Ohio Manufacturers’ Association in more 
detailed form and it is hoped that it will be more helpful and informative to 
the OMA membership 

Dates of particular interest to manufacturers, consisting of Federal, State, 
and municipal taxes and form number of returns to be filed, including Federal 
and municipal income taxes, social-security taxes, Federal and State unemploy- 
ment-compensation taxes, and many other varied Federal and State taxes, to- 
gether with workmen’s compensation premium payments are arranged in chrono- 
logical order 

Following the calendar section in this booklet appears a fiscal-year calendar 
for use of manufacturers on a fiscal-year basis. The ensuing pages of this booklet 
are devoted to lists of forms to be used in making returns on income taxes, 
Federal insurance contributions (social security), and Federal and Ohio unem- 
ployment-compensation taxes, together with explanation of and comment on the 
use of the forms; important comment on payroll contributions under the Ohio 
Unemployment Compensation Act; benefit payments under the Ohio Unemploy 
ment Compensation Act consisting of new wage and separation information; a 
recent Ohio Supreme Court decision: and disqualifications for benefits under 
the Ohio Unemployment Compensation Act. 

Changes in this 1952 tax calendar were made to conform with changes in laws, 
rulings, and regulations, and were checked with the collector of internal revenue, 
Social Security Board, Ohio Bureau of Unemployment Compensation officials, 
industrial-commission chairman, and the Commerce Clearing House service. The 
municipal income taxes were checked by the city auditors or appropriate mu- 
nicipal finance officials in each of the cities shown in this calendar as having 
municipal income taxes. 

In commenting on and complimenting the Ohio Manufacturers’ Association on 
its previous 1951 tax calendar, the Ohio State Journal, on January 5, 1951, 
stated editorially: 

“Toss a dart at your 1951 calendar and chances are good that on the date vou 
hit either a tax payment or some sort of tax statement is due from some group 
or Classification of Ohio citizens. 

“The chances are 100 to nothing, of course, that somewhere at any particular 
ininute some citizen has a headache engendered by a joust with the tangled 
tax maze of regulations, forms, and computations designed to relieve him of 
some of his money 

“To help cut down these headaches the Ohio Manufacturers’ Association puts 
out an annual tax calendar, listing due dates and other red-letter days on the 
tax picture * * * 

“This is a ghastly vista for the businessman peering into the mists of a new 
vear. He will have to run sort of a gantlet with a double row of tax collectors 
taking whacks at him at every other step. Taxes are getting higher and the 
are getting more complicated Some of the money will be well spent and some 
will not (nd the end is not in sight,” so said the State Journal. 


What can be corrected / 

Thomas Jefferson said, “I am not an advocate for frequent changes 
in laws and constitutions, but Jaws and institutions must go hand in 
hand with the progress of the human mind.” We believe changes in 
our Federal tax laws are needed. 

1. To supplement the weakened monetary incentive to the officers 
and usually owners of small business, we suggest governmental action 
to permit a practical and proper use of stock options for partial 
executive compensation, 

2. To provide for the continued growth of the plant and equipment 
of small business, we suggest that regulation TD-4422 be outlawed 
and supplemented with a tax provision which permits an optional 
rate of recovery of capital invested in productive equipment. (May 
we here refer you to the remarks of a respected citizen of our com- 
munity, Mr. L. F. McDonald, vice president of the Warner & Swasey 
Co.. before the Subcommittee on Mobilization and Procurement of 
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this Senate Small Business Committee, April 2, 1952, exhibit B, and 
inserted in the Congressional Record by the Honorable Frances P. 
Bolton, Thursday, May 15, 1952.) 

(The document referred to is as follows :) 


ExHIsITt B 


[From the Congressional Record, May 15, 1952] 


CREEPING OBSOLESCENCE THREATENS AMERICA’S PRODUCTIVITY IN THOUSANDS OF 
OvuR SMALL INDUSTRIES 


WE MUST ENCOURAGE AMERICAN MANUFACTURERS TO KEEP THEIR PLANTS MODERN 
IF OUR PRODUCTION SYSTEM IS TO BE KEPT AT MAXIMUM EFFICIENCY AND READY 
FOR ANY EMERGENCY 


Extension of remarks of Hon. Frances P. Bolton, of Ohio, in the House of 
Representatives, Thursday, May 15, 1952 


Mrs. Bourton. Mr. Speaker, under leave to extend my remarks, I am inserting 
i Statement by Mr. L. D. McDonald, executive vice president of the Warner & 
Swasey Co., Cleveland, Ohio, one of the largest manufacturers of turret lathes 
and other machine tools in the world today. 

Time and again I have emphasized to my colleagues the need for a clearer 
understanding of the relation of basic machine tools to America’s industrial plant 
and productive capacity, which all the world knows is second to none among 
the nations. 

In his statement before the Subcommittee on Mobilization and Procurement, 
Senate Small Business Committee, Mr. McDonald advocates optional depreciation 
as a substitute for the present tax law and regulations relating to depreciation. 
This is the system which has been so suecessful in Sweden and which has been 
adopted in one form or another in other European countries. Among the major 
ndustrial countries of the world, the depreciation policy of the United States is 
now the most restrictive. 

\s Mr. MeDonald points out, optional depreciation would stimulate the replace- 
ment of old and worn-out machinery with new and up-to-date machinery. This 
is of the utmost importance if the country’s productive system is to be kept at 
maximum efficiency and ready for any emergency. During the postwar period 
the present tax law and regulations operated as a brake on the replacement of 
old machines with new, and it was responsible in large measure for the low 
state of readiness in which we found ourselves at the beginning of the Korean 
emerg \ We obviously cannot afford a tax system which fosters the use of 
obsolete and worn-out machinery. We must encourage manufacturers to keep 
their plants modern. Optional depreciation will provide such encouragement. 
nent follows: 

Much has been said and many things are being advocated to cure the imme- 

ite situation in the defense program, much of which, it is claimed, is due to 
the condition of the machine-tool industry. A meeting took place in Washington 
machine-tool industry and certain representatives of the 
artned services and of Mr. Wilson's oflice in which a list of 29 items was pre- 

t i discussed, all of which points are pertinent to getting the immediate 
0 lor These are the problems which must be taken care of in the present 
situation. However, I should like to point up to the situation which is funda- 
mental to the predicamexgt into which this country was plunged with the advent 

f the Korean war. 


l 
ir. MeDonald’s state 


I aqaers ol the n 


“lam speaking today as a representative of a small company, This company 
is one of approximately 300 in a small industry whose total yearly output is less 
than 1 month’s output of severa f our industrial giants. gut what I have 

LV ¢ erns the thousands of shops in this country which form the backbone 
of the Ai rican productive might id are absolutely lecessary to the derense 
of this country in time of peri 

“Tt has been generally assumed that because of our genius for production in 
this country, the productive equipment in our manufacturing plants is the finest 
and most modern in the world. This assumption is completely contrary to the 
facts We have lagged far behind various other countries in plant modernization. 
For many yvears the major share of metal fabricating work in the United States 
has been done on obsolete, high-cost machine tools As I will point out later, 
the only substantial modernization of plants in this country takes place when 

‘ 
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listic depreciation coneepts are discarded and Congress substitutes 
amortization of the cost of facilities. 

“This lack of modernization of plants has not been for lack of new models 
The American machine-tool industry leads the world in machine-tool design. 
New improvements and developments render old models obsolete in our industry 
at the average rate of about every 7 years. And yet, according to the American 
Machinist, in 1949 over 43 percent of the machine tools in use in the country 
were 10 years old, or older, and at least 95 percent were more than 10 years 


the unrea 


Why is it that our country has lagged so far behind in modernization Why 
that we have succumbed to creeping obsolescence? 
rhe answer is that in 1984 the Internal Revenue De rtment put into effect 


1 provision which has acted as a cumulative brake upon modernization, and 
has foreed the retention, rather than the replacement, of obsolete equipme! 
This provision is, as you know, regulation TD-4422, which assumes that as 





ngasal hine is operated, is useful and profitable, and puts upon the tax 
pavel thie ine sible burda 1 OF pl Vil that L pine e Will be worn out or become 
bsolete at some precise time in the future. 


This regulation was devised 18 years ago in 2 desperate effort to increase 
Government revenue. It was expected, at that time, to produce for the Govern 
ment approximately $94,000,000 a year. I am convinced that it was origina 
applied as a revenue expedient, rather than as a basic principle of taxation, hn 
once the Treasury establishes a means of obtaining revenue, it seldom rel 
quishes it except by direction of the Congress. Over the years, the Treasury 


discovered that this provision was a gold mine in the sense of short-range tax 
collections, and regardless of its long-range effect upon the American economy, 


it has continued to amplify and enforce it. 

‘Now, let us see what was the effect upon the American economy. 

“In 1954, when the regulation was put into effect, American industry had just 
passed through a severe depression. It had bought very few new machine 


tools during that period, and even in the ensuing yveurs was financially unable 


to make much progress in modernization 
Phen came the preparedne program and World War ITI For that 
gency every machine tool in the country, no matter ho. id or obsolete, was 
retained and put into use 
In applying regulation TID—-1422 the Internal Revenue Bur took no ¢ 
zance of the fact that a depression and then a war had cau the retention of 
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therefore, recovered $500 of the capital which it originally invested in this 
machine. It wants to replace the machine because it has had heavy duty, it has 
started to wear out, and furthermore, it is obsolete—a new and better model is 
available. The new model costs $2,000, 

“The company must, therefore, earn at normal and surtax rates of 52 percent 
$3,125 to provide the additional $1,500 with which to buy the new machine and 
under the over-all 70-percent limitation rate would have to earn $5,000. 

“And how fast can it recover the $2,000 of capital invested in the new machine? 
Under Bulletin F it may recover this at the rate of $100 a year. To the small 
company without access to capital markets replacement is practically impossible 
in this situation. 

“Is it any wonder that regulation TD-4422 tends to freeze into our economic 
system the old, obsolete machines which should long since have been replaced by 
new and more efficient equipment? 

“Gentlemen, this regulation is strangling modernization and perpetuating ob- 
solescence. It operates consistently to restrain manufacturers from purchasing 
new equipment, because it extends the period of recovery of capital far beyond 
the reasonably foreseeable future. 

“Capital spent for new machine tools and similar productive equipment is 
essential risk capital. It is a basic principle of the employment of risk capital 
that it should not be extended beyond a period of the reasonably foreseeable 
future. An excellent example is the policy that a bank may not make com- 
mercial loans over a period longer than 5 years. Capital spent for machine tools 
is recovered out of work produced on those machine tools. What will be the 
volume of this work? What will be its nature? Is any manufacturer war- 
ranted in assuming that the volume of the work and the nature of the work 
will be such, over a period of 20 whole years, as to justify the purchase of that 
new machine? 

“To reverse the enforced trend toward obsolescence, and free manufacturers 
from the shackles of this depreciation policy so that they can follow their natural 
instinct for competitive modernization, it is imperative that the Congress of the 
United States revise our tax laws dealing with the recovery of capital invested 
in productive equipment. 

“I propose, gentlemen, an amendment to the Internal Revenue Code which 
would provide that after a certain date to be fixed by the Congress, rate of tax- 
free recovery of such capital should be optional with the individual manufac- 
turer. If he buys a new machine tool, he can write it off in 2 years, 5 years, 
10 vears, or 20, as he chooses. 

“He can make this decision in the light of the circumstances in his own par 
ticular company, viewed from the standpoint of the risk in the reasonably fore- 
seeable future. He alone can estimate in his best judgment what that risk is, 
and how rapid, in his opinion, should be his rate of capital recovery. 

“Now, do not think that I am recommending some untried or revolutionary 
scheme. This :r posal has repeatedly been made by tax authorities to the 
Congress. I am suggesting that we in this country apply a principle which bas 
been applied, and still applies, in countries with industrial economies comparable 
to ours, 

“Sweden and Switzerland have some of the finest and most modern factories in 
the world. In those countries, rate of tax-free recovery of capital invested in 
productive equipment is optional with the individual manufacturer. In fact, 
he may write off a machine in 1 year, if he so chooses. 

“The result is that modernization, rather than obsolescence, has been the order 
of the day. 

“And, gentlemen—and here we come to the crux of the matter in view of today’s 
circumstances—the depreciation policies of those countries have been definitely 
linked with, and have a direct bearing upon, their national defense. 

“It is not mere coincidence that in all the European wars of our memory, 
Sweden and Switzerland have never been attacked. Why? There are a number 
of reasons, including geography, the character of the people, et cetera, but one 
major reason is that the industrial plants of those countries were at all times 
ready for a maximum production load. They did not have to be modernized to 
produce the weapons of war—they were modernized. They were ready. 

“At the time when Hitler was ready, Switzerland was already 90 percent pre- 
pared for war—and the German general staff estimated in 1948 that for the 
German Army to go through Switzerland to Italy would cost more than 20 
divisions. The modern production facilities had placed the Swiss Army in a 
position to defend its mountain stronghold. 
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Now, let us look at Germany. In 1938, to make Germany strong for war, 
Germany adopted the principle of optional rate of recovery of capital invested 
in productive equipment. A machine could, if desired, be written off in 1 year, 

“When the war was over, the United States sent over a group of experts to 
study the German machine-tool picture. They found that at the end of the war, 
in spite of all the Allied bombing, Germany still had as many machine tools in 
place and ready to operate as we had at that time in the United States. The 
incentive for this modernization and the development of new machine tools like 
the giant presses for aircraft came, to a considerable extent, from a realistic 
depreciation allowance to manufacturers. 

‘The secret of German productivity was the small shops scattered all over the 
country, in barns, in basements, in odd corners—what we in the United States 
call the “alley shops.” Because subcontracting is so essential in a defense pro- 
gram, these small shops are the very backbone of a preparedness program, And 
in Germany these small shops had the finest and best modern machine tools. 
Why? Because of the write-off provisions permitting recovery of investment 
under which they were permitted to operate. 

“Now, let us consider, by contrast, the United States. 

“What happened in World War II? 

“Our existing machine-tool facilities, through no fault of the builder or user, 
were utterly inadequate even to make a start upon full war production. Our 
country was full of old and obsolete machines. There was a tremendous rush 
to install the new ones required. 

“And how was this accomplished? It was accomplished largely by relaxing, 
for the emergency, the provisions of Regulation TD—4422, and instead permitting 
manufacturers to recover their capital over the period of the reasonably fore- 
seeable risk. The instrument used was the certificate of necessity, which per- 
mitted 5-year recovery, and less if the emergency did not last that long. Under 
certificates of necessity a flood of machine-tool orders immediately developed— 
machines not bought by Government, but bought by individual privately owned 
concerns. And, gentlemen, much the same situation, as you know, has obtained 
with respect to our present national defense program. The difficulty, however, 
with this sporadic and periodic recognition of our unrealistic depreciation policy 
is that it comes too late for prompt and effective defense production without 
bottlenecks. 

‘The answer is so plain that it hardly needs repetition. If private industry is 
permitted to recover within the period of reasonably foreseeable risk, whatever 
that period may be, it will, of its own initiative, modernize its plants to such an 
extent that our country will be strong and ready for any emergency. If, on the 
other hand, Regulation TD-4422 remains in effect, we may expect to see merely 
a repetition of the sorry spectacle we have witnessed in past years—the spec- 
tacle of the industrial plants of this country running downhill in time of peace, 
followed by hectic efforts upon the part of Government to remedy the situation 
overnight upon threat of war. 

The Treasury Department has in the past shown concern at the idea of op- 
tional rate of tax-free recovery of capital invested in machine tools and similar 
productive equipment because of the immediate loss in revenue involved. It has 
been faced with raising large amounts of revenue to fit mounting budgets of 
expenditures. It is true that at the beginning there would be a loss of revenue 
to the Government; but bear in mind that over the years there could be no net 
loss because all that a company can recover, in any ‘event, is the actual cost of 
the equipment. The billions of dollars of facilities written off in World War II 
are today producing large amounts of added revenue for the Treasury because 
there are no charges against this revenue for depreciation or amortization. 

“Once the equipment is written off, then money which under the present system 
is deductible as depreciation allowances would instead go into taxable net profits. 
As modernization accelerated, the amount of taxable net profit should increase 
hecause new and better equipment would add to the over-all productivity of the 
United States, and real wealth is based upon productivity. The surest way to 
create taxable income is to improve productivity—and the most direct road to 
this result is the adoption of the principle of optional write-off. 

“I might add, incidentally, that it is hoped the machine-tool industry will be 
operating at an annual rate of $1,200,000,000 sometime this year. If the entire 
output at that rate were written off in 1 year, it would only be $1,200,000,000, and 
90 percent of that output today is undoubtedly represented either by Government 
buying or by 5-year amorization under certificates of necessity, so there would 
be very little net loss of revenue. 
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“We think nothing today of spending a billion dollars for a landing field in 
Greenland. But of what avail will be our landing fields if the plants of this 
country are not equipped with the modern machine tools required to produce the 
necessary planes and other weapons of defense? 

“The United States now has an annual budget of approximately $85,000,- 
000,000, and further tax increases are proposed, as they say, ‘to make this 
country strong.’ I say to you that the new tax provision which I have suggested 
would make this country strong at a cost of only a fraction of the new taxes pro- 
posed. The solution is not the imposition of higher taxes—the solution lies in a 
depreciation provision which would require the Bureau of Internal Revenue to 
relinguish its stubborn adherence to a policy that is consuming the industrial 
might of America. 

“There is another evil in the present system which is definitely alarming. 
Today, most of ‘machine tools being built for our national-defense program are 
bought by the Government, or under Government direction and control. If we 
continue the Bureau of Internal Revenue regulation which discourages the pur 
chase of machine tools by private companies, and at the same time maintain the 
indicated rate of Government procurement, the time will not be far off when two- 
thirds of the modern machine-tool equipment of the United States will be owned 
or controlled by Government. The most ardent Socialist planner could not have 
devised any scheme more perfect for his purpose. Do we want a country in 
which Government, rather than private industry, has in its hands the key to the 
very ownership of our whole industrial system? 

“And consider the situation of the machine-tool industry itself. Due to the 
impact of TD-4422, plus the postwar sale of Government-owned machine tools, 
our industry had reached, in 1949, the lowest ebb in over a decade. At the time of 
Korea, we were turning out fewer machine tools than we were 10 years before. 
Then suddenly, after Korea, with our plants sealed down, with many of our 
trained men gone, and with our finances depleted, we were expected overnight 
to more than quadruple our rate of output. 

“Gentlemen, this cannot be done overnight. If this country is to remain strong, 
if its facilities are to be modern and efficient, the machine tool industry must be 
kept operating at a certain velocity, with its facilities in place, and with a 
trained labor force. ‘ 

“With TD—-4422 replaced by a provision permitting optional write-off, I believe 
that machine tool orders from private industry would maintain the required 
velocity in the machine tool industry. The sudden spasmodic and terrific efforts 
which are imposed upon us following periods of severe depression would be a 
thing of the past. Instead of Government spending taxpayers’ money to modern- 
ize industrial plants, private industry would spend the money, which would be 
generated out of the increased efficiency and productivity of the new equipment 
purchased, Instead of Government owning and storing stockpiles of machine 
tools in warehouses, idle and subject to obsolescence and waste, the metalworking 
manufacturers of the country would create a vast active working reserve of 
machine tools in their own plants. 

“The effect that optional write-off provisions would have on the capital goods 
industry of the United States and upon plant modernization has been recog- 
nized by the Treasury. In January 1950 a proposal such as I have made today 
was submitted to the Treasury Department. At that time, Mr. L. L. Ecker- 
Ratz, legislative counsel for the Treasury, said in substance that if at some time 
in the future the capital goods industry of the country needed to be stimulated, 
it might be useful. 

“Well—the need for stimulating the country’s capital goods industry certainly 
did come. It came with Korea. But instead of adopting the means which the 
Treasury’s own counsel had stated would operate toward this end, the Treasury 
chose to retain TD-4422, which discouraged private buying of capital goods, and 
let the emergency be met instead to an unnecessary extent by Government spend- 
ing of taxpayers’ money. Gentlemen, this is indeed poor economy. 

“Now, your committee is concerned with small business. The machine-tool 
industry is small business. There are single corporations in the United States 
that do more business than the entire machine-tool industry. I am making my 
plea to you today particularly, on behalf of these small companies and still 
smaller businesses. I am talking also about the little machine shops employing 
anywhere from 5 to 20 men; family businesses, where the boss is the proprietor 
and even works in the shop himself, as well as running the business. 

“Tt is the hundreds of thousands of small enterprises like this that are the 
backbone of our American system of competitive enterprise. And in the metal- 
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working field, it is the thousands of small machine shops upon which we must 
rely for the subcontract work necessary to attain the full volume of national 
defense production. 

“What is happening in these small shops today? They are having difficulty in 
getting subcontract work, such as they got in the last war. Small machine 
shops could meet specifications with respect to much of World War IIL work, but 
in many cases they cannot do this with defense work today. For while defense 
work is requiring more accuracy, their machine tools have been wearing out 
and losing accuracy. These small shops would like to buy new machine tools; 
but in view of the penalties imposed by TD-4422, and the uncertainties even under 
a fixed 5-year amortization, they hesitate to spend the necessary amount of theit 
earnings after taxes in a venture in which the risk extends far beyond the reason 
ably foreseeable future. 

“IT urge you, therefore—to reverse the creeping obsolescence which threatens 
our productivity, to encourage modernization, to implement our defense program, 
to keep ownership of the tools of productivity within private industry rat 
than in Government, to maintain the machine-tool industry at the level required 
for national protection, and, above all else, to enable small businesses, the 
country over, to proceed with confidence in getting the new equipment whicl 
they need—outlaw Regulation TD-4422, and supplant it with a tax provisio 
which permits an optional rate of recovery of capital invested in productive 
equipment.” 

3. On the question of amortization of defense facilities, we beheve 
one major reform is long overdue. Special amortization should he 
made fully allowable as a cost of production, not only as now, for tax 
purposes and renegotiation, but for original negotiation and price re 
determination as well. (May we here refer to the argument prepared 
by the Machine and Allied Products Institute, of which we are a mem- 
ber, published in May 1952, and entitled “Amortization of Defens 
Facilities,” exhibit C?) 

(The document referred to is as follows :) 


ExHIBIT C 


From the Capital Goods Review, Machinery and Allied Products Institute, Cl 
May 1952] 


AMORTIZATION OF DEFENSE FACILITIES 


It is a curious fact that while the device of accelerated amortization of jn 
vately owned defense facilities has been employed in the three great defense 
emergencies of this century, it has received as yet no comprehensive and sys 
tematic analysis. This is the more surprising because special amortization is un 
doubtedly the most misunderstood and misrepresented item in the whole armor 
of emergency devices. To say that it is misunderstood is, indeed, to put it mildly 
For it has become the subject of a popular myth in which industry is portrayed 
as a greedy villain exploiting a national emergency to the detriment of 
American taxpayer. It is high time, therefore, for a thoroughgoing review of 
past experience with the device, and especially for a careful appraisal, in the 
light of this experience, of its operation in the present emergency. 

The institute has just published in book form an extensive study designed to 
meet this need.’ While it should be read in full by anyone with a serious interest 
in the subject, for those who cannot spare the time we present in this Review 
a brief digest of the analysis and findings. 


GOVERNMENT VERSUS PRIVATE OWNERSHIP OF EMERGENCY FACILITIES 


Where emergency facilities are so highly specialized for military production 
that they are not economically convertible to postemergency civilian use, Govern 
ment ownership is usually indicated. It is indicated also where the facilities 
whatever their character, are to be held as stand-by reserve for future emergencies 
following their present use. It may even be indicated where an expansion of 
ordinary commercial capacity is involved, provided it goes beyond any reason 


Amortization of Defense Facilities, May 1952 (108 pages 
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able relation to normal requirements. A good example is the expansion of ca- 
pacity for building ships and aircraft in the two world wars. Barring such 
grossly excessive expansions, however, and barring also postemergency stand-by 
requirements, the presumption is strongly in favor of private ownership when- 
ever the facilities represent either ordinary commercial capacity or capacity 
economically convertible to civilian production after its defense use. The pre- 
sumption is of course particularly strong in the case of “scrambled” facilities 
intermixed with other property of the contractor. 

It is interesting to compare the relative roles of Government and industry in 
the three great defense build-ups of the present century. It appears that in the 
First World War the Federal Government provided slightly over half of all 
emergency facilities. During the second war, it spent roughly three times as 
much as industry. The final record of the present defense program remains, of 
course, for the future, but it is already evident that this time, thanks to the 
limited character of the military program, as well as to the continued availability 
of defense facilities created during World War II, privately owned facilities 
will greatly predominate. While the Government is currently a heavy buyer of 
some types of productive equipment, its plant construction program is confined 
largely to the field of atomic energy. 


SPECIAL RISKS IN EMERGENCY FACILITIES 


Privately owned emergency facilities usually involve exceptional investment 
risk, whether they are designed especially for the manufacture of military goods 
or represent merely an expansion of ordinary commercial capacity. The feasi- 
bility of private ownership of such facilities may depend on the ability of the 
enterprise concerned to hedge this risk. 

Consider first the risk of investment in facilities specialized to military pro- 
duction but convertible to civilian use. There is, to begin with, the uncertainty 
as to the period of the emergency itself. The duration of wars and defense pro- 
grams is not revealed in advance, and the investor in specialized capacity has no 
way of knowing whether it will have a long or a short service in military pro- 
duction. Even if he could predict the length of the emergency, he could still 
not be sure that his particular facility would be required throughout. To the 
extent, therefore, that he must recover his investment from military production, 
he is taking a decided gamble. Moreover it is impossible to do more than guess 
at future conversion costs, the future cost of alternative new facilities, or the 
comparative efficiency of converted and new capacity. 

It may seem at first glance that there are no comparable risks in the expansion 
for emergency purposes of capacity for the production of ordinary articles of 
commerce. It is true that the reconversion hazard is absent in such cases, but 
there may be another quite as serious, the danger of overcapacity. If defense 
requirements call for an expansion beyond the prospective needs of the post- 
emergency period, investment in the added facilities is for that very reason 
burdened with more than normal risk. In extreme cases this risk can be abso- 
lutely prohibitive. 


DISADVANTAGES OF GOVERNMENT OWNERSHIP 


Obviously the Government is in no position to operate emergency facilities for 
commercial purposes after they are released from defense work, and should not 
attempt to do so, This being the case, there is no good reason for continuing to 
own them; on the contrary, there are cogent reasons for getting rid of them. For 
the alternative to sale—namely, leasing to private industry for commercial use— 
is, in general, highly unsatisfactory and inefficient. Thus we confront the 
disposal problem. 

This problem is an exceedingly intractable one, particularly in the case of 
“scrambled” facilities, but we shall comment on only one aspect of it, the inevi- 
table delay in getting the facilities into commercial use after the emergency. 
If they are privately owned during the defense period, plans will be developed 
for their later utilization, including conversion if necessary, and they will be 
brought into postdefense service with a minimum of delay. If however, they are 
in Government hands during the emergency, this advance planning does not get 
done, since the future ownership of the facilities is undetermined. Worse still, 
if may remain undetermined for months and even years after the facilities be- 
come available for disposal. The resulting delay represents a serious and avoid- 
able loss to the economy. 
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In addition to the cost of this delay, there is the cost of government ownership 
itself. If past experience is a guide, the realization from the disposal of 
emergency facilities is likely to be very low. After World War II, for example, 
it averaged roughly one third of the cost of the facilities before deducting dis- 
posal expenses, and even this fraction reflected a substantial rise in the price 
level between acquisition and sale. If we correct for this factor, allow for the 
cost of disposal, and charge interest on the Government’s investment, the total 
cost of ownership must have run from 75 to 80 percent of the original invest- 
ment. This gives a general idea of what the Government can afford to pay 
industry for owning the facilities. Obviously it can offer a very sizable tax- 
free amortization over the emergency period and still be money ahead. 


AMORTIZATION IN PREVIOUS EMERGENCIES 


The special amortization provision of World War I called for postemergency 
appraisal by the Bureau of Internal Revenue of the then value of facilities 
retained. in use, and a retroactive adjustment of wartime depreciation allow- 
ances to cover the difference between cost and the appraised value. In prac- 
tice, the problem of appraisal proved almost insuperably difficult, and long ad- 
ministrative delays resulted. As late as 1925 a sizable volume of claims was 
still pending, and it was 1940, more than 20 years after the war, before the last 
case was closed. 

When the problem of emergency facilities arose again in World War II, the 
Treasury was resolutely opposed to any arrangement for postemergency ap 
praisal of use values, insisting that the amortization allowable should be fixed 
finally at the time the facilities were acquired. The solution eventually arrived 
at was 5-year amortization (in lieu of normal depreciation) of facilities certi 
fied in advance to be essential for defense, with the privilege to the taxpayer 
of telescoping the amortization over the period of the emergency itself if less 
than 5 years. 

While this arrangement accomplished very effectively the fundamental pur- 
pose for which it was designed, the stimulation of private investment in de 
fense facilities, it came in for the bitterest sort of criticism after the war, 
principally on the ground that it had bestowed undeserved windfall gains on 
many of the companies that had used it. Thanks in part to the telescoping 
privilege, a goodly number of concerns came out of the war with new and highly 
useful facilities that had been fully amortized against wartime income. This 
was condemned by the critics as an excessive reward for participation in the 
facilities program. 


AMORTIZATION IN THE PRESENT EMERGENCY 


With the advent of the present defense emergency the problem of special 
amortization was raised once more. Ina desire to avoid both the postemergency 
uppraisals that created such difficulties after the first war, and the overamorti- 
zation so severely criticized after the second, a new arrangement was developed, 
modeled after the World War II set-up but with two major differences. (1) 
The certifying authority was authorized to grant amortization certificates for 
less than 100 percent of the cost of emergency facilities. (2) The telescoping 
provision was withdrawn, the amortization period being 5 years regardless of 
the length of the emergency.’ 

It is too early at this writing to say what the total of certifications will be 
under the present law. Already the cumulated applications cover something 
over $30 billion of facilities, and the cumulated approvals about $20 billion, 
rejections being upwards of $4 billion. Since the average proportion of cost 
certified has been slightly above 60 percent, the amount of special amortization 
thus far granted is around $12 billion. Perhaps the best guess that can be 
made just now is that the program will round out in the neighborhood of $25 
billion of facilities and $15 billion of amortization. 

Krom the standpoint of its primary objective, getting defense facilities built, 
the present amortization program, like its predecessor in World War II, has 
been highly successful. This has not saved it from criticism, however. The 

2There was also one minor change that should be noted. Gains realized from the sale 
of amortized facilities were made taxable at the rate applicable to ordinary income insofar 
as they exceeded the gains that would have been realized with the use of normal depreci 
ation In World War II they were taxable in full at the capital gains rate. 
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principal charge has been that notwithstanding the two major changes made 
in the previous set-up—the substitution of fractional for total amortization 
and the abolition of the telescoping privilege—the device has nevertheless re- 
sulted in many cases of overamortization and, accordingly, in excessive gains 
to industry. 


THE QUESTION OF OVERAMORTIZATION 


That some companies will find their defense facilities worth more at the end 
of 5 years than the then unamortized balance of the investment seems highly 
probable. It would have been probable even if amortization allowances had 
been determined exclusively by estimates of postemergency value in each case. 
But the allowances have not been so determined. A great many factors other 
than post emergency value have been taken into account by the certifying au- 
thority, including the amount of amortization needed to get the desired expan- 
sion of capacity. Moreover, it has been administratively necessary to handle 
amortization on an industry basis, with industry standards largely supplanting 
individualized treatment for each company. The use of such standards has 
undoubtedly increased the probable frequency of overamortization. 

Granted that some facilities will turn out to have been overamortized, it 
does not necessarily follow that the companies concerned have been given too 
much, For the amortization allowance is only one of the factors to be con- 
sidered in appraising the pros and cons of a defense facilities expansion. The 
responsible officials of a Company inust take into account its impact on the 
entire operation of the enterprise. They may find, for example, that the proj- 
ect would require the diversion of key executives and technicians who cannot 
be spared without grave detriment to existing operations. (This problem is 
likely to be especially acute, of course, for small- and medium-sized concerns. ) 
rhe investment required may threaten to stretch the financial resources of the 

mnpany beyond the limits of prudence. It may preclude the carrying out of 
alternative expansion or improvement programs deemed to be of greater long- 

advantage. It may threaten dangerously excessive capacity after the emer- 
cy. For these and many other reasons, the wisdom of the project may be 
stionable notwithstanding a prospectively adequate amortization allowance. 

Since an adequate allowance does no more than provide for the tax-free 
recovery of actual capital consumption over the emergency pericGd—and even 
then, of Course, only if the recovery is covered by earnings during the period- 
it cannot in itself justify a company in taking on a project. Business risks 
ure not incurred merely to secure a tax-free recovery of the capital consumed ; 
they ure taken in the hope of profit. To be sound, therefore, apart from the 
patriotic motive, investinent in defense facilities must promise more profit, in 
addition to the tax-free recovery of capital, than the company can obtain from 
the best alternative investment, or from alternative courses of action without 
comparable investment. Moreover, this extra profit should appear commensu- 
rate with the risks involved. 

The fact is that assurance of the tax-free recovery of the capital consumed 
during an emergency by reason of a defense facilities project is not properly 
an incentive at all; it represents rather the removal of a disincentive which 
arises from the prospect that capital recovery will be taxed as income. Any 
positive incentive must deal with profits (after taxes and renegotiation), not 
capital recovery. It should operate to make the profit prospects of defense ex- 
pansion, after realistic capital recovery charges, sufficiently attractive to get 
the job done. 

Obviously, if overamortization is offered as an incentive for making an invest- 
ment that is otherwise unattractive, the later realization of the benefits of the 
arrangement by the company is not properly subject to criticism. It is just as 
legitimate to realize these benefits as it would be to realize any other benefits 
offered as an incentive for taking a risk. 


AMORTIZATION AS A COST OF PRODUCTION 


We turn now to one of the most confused and controversial aspects of special 
amortization. Is it properly allowable as a cost of production for Government 
contracting purposes’ This question gains force from the fact that present 
practice is inconsistent. By statutory requirement, amortization is fully allow- 
able in contract renegotiation, but it is generally disallowed (in favor of normal 
depreciation) in the original negotiation of contracts and in price redetermi- 
nation. 
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We have just indicated that insofar as it exceeds a realistic allowance for 
emergency-period capital consumption, special amortization should be regarded 
as an indirect means of improving the profit prospects of a defense project. ‘To 
this extent it is not properly a cost of production. Insofar, however, as it does 
represent a realistic capital consumption allowance, it is a cost and theoretically 
should be so treated. 

We say “theoretically” because we do not believe it is possible as a practical 
matter to segregate in advance the portion of the total amortization allowance 
representing a realistic charge for capital consumption from the portion repre- 
senting incentive and other factors. We confront, therefore, the choice of allow- 
ing amortization in full or disallowing it entirely and falling back on normal 
depreciation. Since straight-line depreciation is a woefully inadequate measure 
of the typical loss of value over the first 5 years, even for normal facilities in 
normal times, and since the loss on defense facilities is in general much more 
rapid than normal, we believe strongly that, by and large, full allowability of 
special amtortizution comes nearer the theoretically correct result than the use 
of ordinary depreciation. The best solution of the problem of costability is 
therefore full allowance across the board—in original negotiation, price redeter 


Inination, and renegotiation. 


NATURE OF THE GAIN FROM ACCELERATION 


I ; important to recognize that accelerated amortization does not increa 
he total tax-free allowance for capital consumption over the life of the amor- 

zed facility. That remains what it would be under normal depreciati 
icquisition cost less terminal salvage value, if any All it does is to shift the 

ming of the allowance, concentrating in the first 5 years of service what would 
otherwise be spread over a longer interval. 

In what way is this acceleration advantageous to tl company conce 
There are in fact three types of advantage, the first two of them certain, the 
third merely possible: (1) Acceleration increases the chances that capital con- 
sumption deductions will be taken in full with tax benefit; (2) it provides ar 
earlier receipt of this benefit; (8) it may increase its amount, Let us cons 


+} } 


ese advantages in order 

fnereased assurance of tax benefit The acceleration of capital recovery al 
lowances on defense facilities makes it more likely, though it does not of course 
guarantee, that these allowances will be beneficially taken taxwise Ihe l 
portance of this factor differs greatly from one situation to another. If ‘ 
company has the prospect of postemergency income from other sources than 
defense project, failure to obtain adequate tax amortization on the project, though 


costly, may not be a life-and-death matter. For if the earnings of the defense 
facility after the emergency should fail to cover the remaining charges for 
capital consumption, the uncovered portion can still be beneficially taken against 
earnings from other sources, There is no such assurance, however, for the 
company for which the defense project is the only prospective source of income. 
In this case, failure to obtain adequate capital charge-offs against defense 
business, at the time that business is done, can be disastrous. 

Earlier receipt of tax benefits —It is important to note that the advantage from 
this factor does not depend on future changes in tax rates, but obtains even 
if the rates prevailing during the defense emergency are continued indefinitely 
It rests rather on the simple fact that “time is money.” Even when the total 
tax benefit from capital consumption deductions is unaffected by their time 
distribution, it is still worth while to get it as early as possible. For the funds 
obtained in this way can be put to work in the business and can earn a return 
pending their absorption by the additional tax liability in later years when no 
further amortization remains, 

Increase in the amount of taw benefits —Defense or war emergencies are in 
evitably periods of exceptionally high rates. For this reason, capital consump- 
tion allowances taken during the emergency are likely to yield larger tax savings 
than those taken later. Where this is the case, the concentration of these allow- 
ances in the first 5 vears of service through accelerated amortization results in 
a larger total tax benefit over the life of defense facilities than would be obtained 
With normal depreciation. The gain from the increase in the benefit is of course 
additional to the gain from its earlier receipt. 
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AMOUNT OF THE GAIN FROM ACCELERATION 


There is a widespread tendency to exaggerate the value of acceleration to 
industry. This can be illustrated by some rough calculations. 

Let us assume that under the present program special amortization will even- 
tually cover $25 billion of facilities, and that the average certification will be 
60 percent. Let us assume further that normal depreciation on these facilities 
will average 4 percent per annum, and that the effective (marginal) tax rate of 
the certificate holders will average 70 percent in the first 5 years and 50 percent 
thereafter. Under these conditions, the net value (present worth) of the 
acceleration to industry at the time the facilities are acquired varies as follows 
with the rate of return (after taxes) earned from the reinvestment of the initial 
tax savings. 


Present worth of 
acceleration? 


Rate of return after taxes: in millions 
I hi aksrcrteictnt icles iii nniceeniittne sid Saale seseiricnitenh epithe 
I aia ich sath standin se kcinisine tap hina algae ach cna ics ee aaa aie Pe 


a a ae 4, 703 
EN icc Sehbgs Sakcsc = cic leans ae eae aii aa tia cana iniglicah chs wes alcb ad mansebiaieie 4, 78: 


1Present worth of net tax gains and losses over the 25-year average service life, dis 
counted at the rate of return indicated. 


On this reckoning the initial value of the acceleration granted by the program 
is between $4 billion and $5 billion. But this results from a comparison with 
normal depreciation. We emphasized previously that straight-line depreciation 
is a wholly inadequate allowance for the loss of value of productive facilities 
over the first 5 years even under normal conditions, and is doubly inadequate 
for emergency facilities. We propose to make two separate assumptions as to 
the actual loss on such facilities and to compute the value of special amortization 
in excess of these assumed actuals. The first assumption, believed to be ultra- 
conservative, is that the 5-year loss of value will average 40 percent of the cost 
of the facilities. The second, and probably the more realistic, is that it will 
average 50 percent. The remaining assumptions are the same as in the preceding 
calculation. Here are the results: 


Present worth of aecelera- 
tion ! (millions) 
Rate of return after taxes ate aeRO Ne 





40-percent 50-percent 

assumption | assumption 

sitting ss ca silica tia aie a ee 
4 percent $2, 408 | $1, 548 
6 percent - 2, 628 | 1, 689 
8 percent_. 2, 744 1, 764 
10 percent 2, 790 1, 794 


Present worth of net tax gains and losses over the 25-year average service life, dis- 
counted at the rate of return indicated. 

If these assumptions as to actual depreciation are anywhere near correct, 
the probable value of overamortization to industry (amortization in excess of 
actual depreciation) is surprisingly modest, roughly $1.5 to $38 billion.’ Cer- 
tainly this is a far ery from the huge figures commonly bandied about by the 
critics of acceleration. 


NOT A GUARANTY AGAINST LOSS 


We have already indicated that accelerated amortization does not insure the 
company receiving it against a loss on its defense production. Even with a 
realistic amortization allowance, it may incur an absolute loss on such produc- 
tion, not to mention a loss relative to what it might have made from alternative 
investment. But this is only half the story. A defense expansion may affect 
adversely the postemergency earning power of the enterprise, a hazard against 
which accelerated amortization is even less of a guarantee. 


* The cost to the Government is, of course, less than the 
Government's ability to float loans at lower interest rates. 
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Suppose, for example, that a company expands its capacity for producing a 
civilian item needed in exceptional volume during the emergency, and that its 
competitors do likewise, with a resultant expansion of the capavity of the entire 
industry. Suppose further that after demand returns to normal the pressure of 
over-capacity results in a soft market, with bitter competition and low profit 
margins, so that the earning power of the company is only half what it would 
have been if the emergency had not occurred. Is this loss of earning power com- 
pensated by the fact that the company’s expansion took the form of amortized 
facilities? Perhaps partially, but the loss may be many times the gain from 
amortization, and if serious is likely to be so. 

If a single company can wind up after the emergency worse off, notwithstand- 
ing special amortization, than if a defense expansion had not occurred, so also 
can an entire industry. It is obvious, moreover, that the refusal of a company 
to participate in a defense facilities program is no protection from the effects 
of expansion by competitors. Failure to expand in such circumstances may, in 
fact, be a serious handicap as the company faces, with old facilities, a period 
of intense competition with new facilities owned by its rivals. 


IRRESPONSIBLE CRITICISM 


One fundamental characteristie of the device must never be forgotten, namely, 
that it is essentially a guessing game. Both the Government and industry are 
guessing 5 years ahead under circumstances that make the future extraordinarily 
obscure and unpredictable. It is inevitable, therefore, that actual developments 
will depart, and sometimes widely, from the expectations implied in the amortiza- 
tion allowance. It is inevitable, by the same token, that some of these de- 
velopments will be to industry’s advantage and some to the advantage of the 
Government. It no more follows that industry has profiteered when it comes out 
ahead on the deal than it does that the Government has robbed industry in the 
reverse case. 

Yet this is precisely the line taken by many critics of special amortization. 
Proceeding usually with the benefit of hindsight, they are able to select the cases 
where industry appears to have made a substantial gain from the arrangement 
and to put the companies concerned in the pillory as profiteers. This would be 
grossly unjust even if the critics had a suitable measure of the gain itself, but it 
is doubly so when, as actually is the case, they have none. 

It is always assumed that a company has come out better than it bargained for, 
and better than the certifying authority intended, merely because the postemer- 
gency value of the defense facilities exceeds their unamortized cost. This does 
not follow at all, For when the grant of amortization is intended, as it often 
is, to provide an incentive above and beyond a realistic capital recovery allow- 
ance, it cannot later be inferred from the mere existence of overamortization that 
the deal has turned out better than expected. Neither can it be inferred that 
the company is ahead on the deal over-all. For as we have just indicated, 
an individual company, and even an entire industry, can take a beating as a 
result of the aftereffects of participating in a defense facilities program notwith- 
standing overamortization during the emergency period itself. 


CONCLUSION 


As applied in the present emergency, special amortization has been, on the 
whole, reasonably satisfactory. Certainly it has accomplished the job for which 
it was intended. There is, however, one major reform that is overdue. Amor- 
tization should be made fully allowable as a cost of production, not only, as now, 
for tax purposes and renegotiation, but for original negotiation and price re- 
determination as well. This will not only remove an anomaly in the existing 
arrangement; as we indicated earlier, it will constitute a closer approach to the 
theoretically correct result. 

To what extent the present set-up, modified as just suggested, is appropriate 
for a future defense emergency will depend in considerable degree on the char- 
acter of the emergency itself. An all-out war, especially if there is the prospect 
of an abrupt and decisive termination, might well call for measures unnecessary, 
or at any rate less necessary, in a peacetime defense program of indefinite 
duration. Certainly a full-scale war would call for a reexamination of the 
desirability of permitting the telescoping of special amortization into the period 
of hostilities, as well as the desirability of 100 percent, as against fractional, 
amortization. These are questions that would have to be judged in the light of 
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prospects and expectations at the time, and we need not attempt to prejudge 
them. 

Whatever the character of the emergency, the provision of defense facilities 
is a problem for which there is no ideal solution, and for which, therefore, the 
pe rfectionist approach is excluded. Imperfect as it admittedly is, special amor- 
tization provides in our judgment the most effective means for getting a defense 
facilities program executed promptly and at minimum cost. Seen realistically 
and in perspective as an emergency expedient, it needs no apology. It has jus 
tified itself in the present emergency and merits revival in the future should 
the occasion arise. 

|. We suggest that the double taxation on profits of small busi 
ness and on dividends—the wages of the investor—is stifling growth, 
even existence, of the majority of this country’s enterprises. 

We suggest that section 102 be fairly and equitably adminis- 
tered. Working capital is an essential, and small business cannot get 
cash loans and underwriters with the same ease as the large corpora 
tions. We particular ly agree W ith the Tax Court of the United States 
decision in Docket No. 24179. “Actually,” said the court, “we see that 
we do not have an accumulation of earnings but rather an accumula 
tion of plant equipment and facilities. * * * The fact that (the 
company) chose to expand the business rather than pay dividends is 
a business polie vy to be determined only by the si agac ity and discretion 
of * * * officers and directors.’ 

We suggest that the excess-profits tax and the process of renego 
tiation have in the past been very harmful to the machine-tool industry, 
since its profits can hardly be judged on any 12-month period, but 
should be considered over a long evele. The exc asters tax as it 
how stands should be revised, and the regulations of the Renegotia- 
tion Board should exempt the machine-tool builder. 

For instance, the machine-tool builder must report as renegotiable 
2 machine sold to a defense contractor, although the machine itself 
may be used only = » percent ot the time for production of military 
hardware. There is no provision for modifying the amount to be 
renegotiated on the basis of the customer's partial use for defense: 
the machine, used and cheap, will be, probably, back through War 
Assets to haunt the builder someday. Machine-tool prices are pub- 
lished compet ‘ve prices; they are not negotiated prices; they should 
not be renegotiated prices. 

We suggest that in general the pool-contract program has fallen 
far short of what it might have been. In the first place, the General 
Services Administration found itself operating under legislation 
which does not give it the freedom of action enjoyed by the Defense 
Plants Corporation (of the RFC) in World War II. The same form 
of contract was not used. The pool order followed, rather than pre- 
ceded, the receipt of defense orders by machine-tool builders. 

Since February 2, 1952, the Gener: il Services Administration has 
been working on modifications of the contract designed to reduce the 
risk to the GSA. Obviously, this correspondingly increases the risk 
to the machine-tool builder. What was to have been a source of help 
is to become a legalistic document of no practical value in increasing 
mac eee produce tion. 

. We suggest that the policy of the Economic C ooperation Admin- 
istr: ation and i its successor, the Mutual Security Administration, has 
been to develop productio 1 in Europe, and that means to discour: age 
so far as possible the purchase of machine tools in the United States. 
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The result is that the foreign market, always an extremely important 
part of the machine-tool builder’s business, amounting at one time to 
i+ percent. and which is on the average about 25 percent of his busi- 
ness, shrank to 10 percent in 1951. In a “guns and butter” economy, 
the industry should at the very least be allowed the freedom it enjoyed 
throughout World War Il. Then, under Greneral Preference Order 
K—1—b, 25 percent of the output each month could be reserved for 
civilian domestic and foreign orders. 

Gentlemen, in conclusion, I should lke your leave to introduce, as 
exhibit D, the paper prepared by our president, Mr. J. A. Bradner, 
tor the May 16, 1952, meeting of this committee that was postponed. 

(The document referred to is as follows :) 

Pxurpir DD 


STATEMENT BY J. A. BRADNER, MAY 16, 1952 


(Appreciation is coming of the surprisingly essential part that machine tools 
form in mobilization planning, surprising in view of the relatively tiny size of 
the industry compared with the size, for example, of one of its customers, the 
automobile industry, where just one division of one firm, producer of the de luxe 
model of the Corporation, produced during 1951, not a record year, 105,000 cars 
while the whole American machine-tool industry, straining to the utmost, pro 
duced less than 71,000 units. 

What are machine tools? By definition, we know them as “a power-driven 
machine, not portable by hand, that forms metal by cutting or by the use of 
pressure.” We haven’t enough machine tools to begin to deal with the problem 
posed by the rearmament program nor, of far greater import, was there in exist 
ence a machine-tool industry capable of delivering metalworking machines quick 
ly enough in the quantities required by the needs of the mobilization progr: 
when mobilization came. 

It is interesting now, looking back, to review the history of the industry before 
Korea. At the peak of machine-tool output during the war years, the entire 
industry did produce machine tools at a rate of over 300,000 units a year. By the 
end of 1946, production dwindled to 70,000 units, in 1947 but 60,000 units wer 
built, in 1948 only 50,000 units were produced, and in 1949 a mere 34,500 machine 
tools were built, just a few more tools produced than in 1938, and less than were 
built in 1989, certainly not the wish of the industry, but rather the appalling 
results of dumping of Government surplus tools coupled with utterly unrealistic 
depreciation allowances on new machines insisted on by the Treasury Depart- 
ment. These figures disclose all too clearly that there just wasn’t in being 3 
years ago an American machine-tool industry capable of even beginning to deal 
with the basic of mobilization, the building of the machine tools needed to rearm 
The need for a machine-tool industry as a going producing concern became all 
too apparent in the first part of the mobilization program. Because of the critical 
machine-tool shortages that developed, delivery of the relatively small capacity 
available in 1950 and in the early part of 1951 was immediately brought under 
priority control, so that output would be channeled into plants needing equipment 
for rearmament, quite properly at the expense of users needing equipment for 
normal day to day peacetime operations, for the first responsibility then, as now, 
was to the needs of the defense program. Many constructive steps have been 
taken to solve the problems posed by the very real shortage of machine tools 
that existed, problems effectively on their way to solution at the present time by 
way of increased employment, multiple shifts, allocation of necessary materials 
for machine tools, and problems that are being solved by a very greatly expanded 
use’ of the device we like to call subcontracting. Historically, in times of need, 
the industry knows and understands subcontracting: Today over a fifth of the 
industry’s output comes from subcontracting. 

Although only some 34,500 machine tools were built in 1949, over 71,000 ma 
chines were produced in 1951, and thanks to the wholehearted cooperation of the 
industry and the many people who have assisted in helping to try to solve its 
problems, the industry is presently producing at a rate near 120,000 annually. 
Machines shipped soon will be surpassing machines being ordered. To examine 
these cold statistics from another point of view, it becomes apparent that what 
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has been achieved is not just the production of more machine tools as such. Far 
from it. What has actually been achieved in just this short period of time is 
rather the bringing into being of an enormously enhanced capacity to produce. 

If we are going to be strong and we shall be, and if we are going to rearm, and 
we are rearming, and if we are to be ready should circumstances necessitate our 
needing our industrial might for purposes other than for peacetime production, 
and we are progressing, the very foundation of that readiness is a machine-tool 
industry that is a going concern. 

Thanks to the fitting and proper steps by the NPA in Order M—41 which was 
issued on February 29, 1951, and which has been continuously brought up to date 
via amendments thereto on December 3, 1951, April 18, 1952, and so on, to fit the 
order to changing requirements as the rearmament program has progressed, 
machine tools are being channeled into the places where they are needed most. 
Just recently, for example, the NPA has wisely issued a master preference 
listing which gives the builders clear and specific instructions whereby the builders 
will ship machines to plants where tools are needed first, rather than scattering 
the products of the industry over the entire defense program. The survey NPA 
recently conducted concerning contractors’ needs, that is resulting in contractors 
now stating required delivery dates for machine tools when they need them, is a 
constructive and most helpful step, representative of the intelligent planning 
going on, 

There is coming into existence a very real capacity to produce machine tools 
here. The men, materials, the know-how, the plant, to build machine tools in 
quantity are coming into being; and capacity to produce, a basic measure of our 
industrial might, approaches. However, with the coming of capatity to produce, 
there is right now, this moment, a very real problem that is clouding the situation 
very badly indeed. NPA Order M—41 quite properly states that it, “Regulates 
the delivery of metalworking machines * * * requires all producers to sched- 
ule their deliveries in accordance with the provisions of this order.” When the 
order was written, this remark was all too fitting and proper, for a desperate 
shortage of practically all machine tools existed. Nowhere at the time the order 
was issued was there surplus capacity to build for both the defense program 
und the civilian economy too. NPA Order M-41A stated that, “Commencing 
with the month of February 1952, and in each succeeding month thereafter, no 
producer shall deliver any metalworking machine against a purchase order that 
is not rated unless the dollar amount of shipments of metalworking machines 
scheduled by him for shipment on rated orders in that month is lower than his 
base dollar amount,” or unless special specific individual exceptions otherwise are 
permitted in hardship cases. 

“Base period” refers to the first 6 months of 1950, when machine tools were 
being produced at a rate of but 3,000 machines a month, less than one-third the 
present rate, and the base period figure in Order M—41A is but 70 percent thereof. 
The order directs then that when a machine-tool builder’s production falls off to 
about one-fifth of the present, the difference between priority orders then being 
Shipped and that one-fifth of present production can be devoted to nonpriority 
requirements. 

That is the very crux of this matter. In a contemplation of the problems of 
mobilization, two needs become immediately apparent, two that go together hand 
in hand; first a need just as large as possible for a store in existence of modern, 
up-to-date equipment in the plants of the users, and capacity to produce machines 
needed for mobilization not in existence. The need then quite properly is com- 
posed of not only new machines, instsled and busily at work on normal pursuits, 
but also means to produce tools that mobilization requires quickly. 

The time is approaching very shortly indeed when one by one the companies 
that make up the machine-tool industry will be satisfying the needs of the defense 
program. Capacity to build more machines than the defense program requires 
is coming very soon, but NPA Order M-41A states that a machine-tool builder is 
not permitted to ship machines save to priority holders, 

Hence, 2s these priority requirements are attended to, one by one the individual 
machine-tool builders under the strictures that will then result from NPA Order 
M—41A4 will have no choice save to reduce very materially the high level of opera- 
tions that they have built up to so laboriously and at such cost, production 
capacity that would be lost thereby, capacity so vital as we all know to the needs 
of an America that is to be strong. 

It seems only fitting and proper to state that very obviously the needs of the 
defense program come first. However, it would be shortsighted indeed to forget 
that one of the basic needs as we all know of the defense program is a machine- 
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tool industry in existence and in being, operating at a rate capable of satisfying 
the demands of mobilization should these demands come. Hence, it would seem 
only reasonable to expect that in the course of the rearmament program that its 
demands come first, quite properly, and that priority orders for machine tools 
and their delivery dates should and very fittingly must be dealt with first. How- 
ever, it would certainly seem that if in the individual plants of the various builders 
there then exists capacity above and beyond the needs of the defense program 
that it would only be reasonable to permit the industry to ship output above and 
beyond the needs of the defense program to nonpriority users, for by so doing 
that critically essential capacity to produce of the industry will be maintained 
Otherwise, either production will have to be reduced, or machines will be built, 
shipped to storage and billed to General Services on the pools, not too happy a 
prospect when those same machines might well go to small shops needing them. 
Machine-tool people are face to face with this problem. It is perfectly true that 
in Some cases machine-tool deliveries are extended. However, because of the 
length of time needed to build certain tools, invariably this has always been so, 
but there are many other machine tools that are available in quantity well above 
and beyond the needs of the defense program. 

For example, one of the places that the machine-tool industry looks to for a 
considerable proportion of its market lies in the area overseas, for a considerable 
percentage of the machine-tool industry’s output is normally exported, a market 
rapidly being closed off by the strictures of priority rulings, admittedly perfectly 
fitting and proper when there were not enough machine tools available to go 
around, but a situation which is not the case now, for there are machine tools 
available above and beyond the requirements of the defense program. Why 
not export instead of cutting down, reducing operations and laying men off? 

Today a very large portion indeed of the domestic market whose taxes sup 
port the rearmament program needs machine tools badly for the civilian economy. 
Witness the automobile industry's requirements for new tools for new engines 
and transmissions. Witness the needs of the smaller shops producing goods, 
but perhaps not priority items. When there were insufficient machine too!'s 


for the needs of the mobilization program and the civilian economy too, it ¥ 
only fitting and proper that the tools that were available be channeled into the 
mobilization program at the expense of the civilian economy. However, the 


time is at hand when the production of the industry is sufficient to meet the 
needs of the mobilization program and more. 

To illustrate this civilian need, notice imports of foreign tools available 
without priority. A very sizable bit of the domestic market outside the scope 
of the mobilization program is being filled far too adequately by foreign machine 
tools that are coming drifting into the United States, foreign machines avail 
able to the domestic purchaser without priority control, foreign machines that 
are coming into the American market at a rate already approximating 45 
million dollars a year. To compete with these imported tools, that are not 
covered by priority, if there is sufficient capacity in America builders’ plants to 
deal with the requirements of the mobilization program and more, should not 
this surplus capacity we have so laboriously built up be maintained by allowing 
individual builders to compete right here in the United States on at least an 
equal basis with foreign tools? 

Machine tools now are being built at a rate of 10,000 units a month. We 
urge that the NPA not shut off what is being achieved. We suggest that section 
II, i., of Order M-41A wherein “base period” is defined refer to the first 6 months 
of 1952, not 1950, and we further urge that the “base dollar amount” defined in 
subsection i., presently limited to a mere 70 percent be changed to permit a full 
100 percent. Then, if individual builders have met mobilization needs, their 
production will be kept flowing nonetheless, instead of being chopped off. Order 
M-41A will automatically control defense requirements, and production of 
machine tools will be maintained. 


In résumé of Mr. John Bradner’s remarks, may I quote: 


Today a very large portion, indeed, of the domestic market whose taxes 
support the rearmament program needs machine tools badly for the civilian 
economy. Witness the automobile industry’s requirements for new tools for 
new engines and transmissions. Witness the needs of the smaller shops 
producing goods, but perhaps not priority items. When there were insufficient 
machine tools for the needs of the mobilization program and the civilian 
economy, too, it was only fitting and proper that the tools that were available 








544 TAX PROBLEMS OF SMALL BUSINESS 


be channeled into the mobilization program at the expense of the civilian 
economy. However, the time is at hand when the production of the [machine- 
tool] industry is suttic ient to meet most needs of the mobilization program and 
more, 

Two months have passed and nothing has changed except that more 
civilians are standing in line to place orders; and, gentlemen, we 
in small business like orders, customers’ orders, not Government orders. 

Again, thank you for your courtesies. 

The Cuamrman. We thank you, Mr. Bradner, for giving us this 
presentation of your views on this very complex and vexing “problem. 

Mr. Stults, do you want to ask him any questions ? 

Mr. Sruuts. No, sir. 

The Cuarrman. Mr. Brush? 

Mr. Brusn. If I might ask Mr. Bradner: Getting back to the 
depreciation thing again, Mr. Bradner, do you think there would be 
a real stimulation of manufacturers buying machine tools for civilian 
production if we were to get a better plan for depreciating these 
things ? 

Mr. Brapner. We as a company are quite sure of that, and the 
association is very sure. I know that our association definitely finds 
when they try to sell a machine that the question of money and how 
soon I get it back is important. 

Mr. Brusu. So, to keep the users on a modern and eflicient basis, 
it would be a real help there and it would contribute in an emergency 
when we need the services of those tools’ 

Mr. Brapner. Yes; I think you will find at the end of the taxable 
year a person in business, particularly small business, wants to know 
where he is at. He doesn’t know where he is if he has charges on his 
books for 20 years. 

Mr. Brusn. I would like to ask one further question: Yours being 
a feast-and-famine industry, which you speak of, on a cycle, do you 
figure a longer period of carry-bac k? We went from 1l-year carry- 
back and extended it to carry- forward. In your industry do you 
think a carry-back of 2 years or 3 years would be advantageous after 
you finish a defense-production period like this and you ean carry 
back your falling off ¢ 

Mr. Brapner. Again I can’t answer for the industry, sir, and on 
our own company’s case I didn’t bring that point up. I have no argu- 
ment with the law at the moment. I think relief provisions of that 
sort would be helpful: ves, but I don’t think they are the most im- 
portant thing. 

The Cuatrman. Thank you very much, Mr. Bradner. We are in- 
corporating the remarks of your brother in our record. Mr. John 
Bradner: was it ¢ 

Mr. Brapner. Yes, sir. 

The CuatrmMan. You referred to the remarks of Mr. McDonald. I 
believe you stated, however, that they were given in previous testimony 
before another subcommittee of this committee ? 

Mr. Brapner. Yes: they were, sir. 

The Cuairman. All mght, 

Mr. Kaltenbach. 
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TESTIMONY OF E. J. KALTENBACH, R. W. KALTENBACH CORP., 
GARFIELD HEIGHTS, CLEVELAND, OHIO 


The Craiman, We are glad to have you, sir. Will you give us 
your tame ¢ 

Mr. Kavrensacu. My name is E. J. Kaltenbach, president of 
the R. W. Kaltenbach Corp., consulting and contracting engineers of 
material-handling equipment. 

Our plant is located in Garfield Heights, Ohio. 

The RoW. Kaltenbach Corp. is a family-held corporation. Our 
company was founded in 1929 by my father, the late Mr. R. W. Kalten- 
bach. Our company was an outgrowth of the late Me Myler Interstate 
Co. of Bedford, Ohio, which made special cranes, car dumpers, and 
ore bridges. When the R. W. Kaltenbach Corp. was founded it was 
my father’s hope to continue in this field. We have so far continued 
in this field as much as possible, but sometimes the going has been 
very difficult; so, we have done machining work for other concerns in 
the last few years as well as make repair parts for the old MeMyler 
Interstate equipment. 

[ would like to add here that during the last war we did furnish 
the Navy with quite a number of special cranes, anywhere from 25- 
to 75-ton, for various navy yards throughout the country and at Pear] 
Harbor. 

Our big tax problem is that in 1950 we showed a loss, last year a 
profit : ners if the first quarter of this year is any forecast of things 
to come, it looks as if we might be in the top tax br: acket this year. 

on aaa let’s say we show a profit of $75,000, This means 
normal tax of about $22,500, a surtax of about $11,000, and an excess 
profits tax of about $15,000, or a total tax of about $48,500. Quite a 
big tax to pay to the Government, which gets three-fifths for doing 
nothing, and taking no risk; vet, this only leaves two-fifths to the 
company to plow back for equipment, dividends, payroll, ete. 

I would like to say if this continues, if the Government gets more 
money than the company can plow back, it looks to me as if more 
companies will do less and expand less. On top of this—and this is a 
pont that ve ry few have brought out instead of paying this tax in 
four equal payments, we are now forced to pay 40 percent with our 
returns, and 40 percent by June 15 of next year. To us this means 
about $20,000, and, frankly, gentlemen, at this time I do not know 
where I will get this money. You may say, “Borrow it.” I don’t 
see how this will help me in the long run nor a fot of other concerns 
in the same fix I find myself in. If you borrow the money, you are 
not only going to have to pay interest on it, but if you can’t pay the 
money to the Government, how are you going to pay the bank that 
you borrow the money from? I] do know I will not be able to buy 
new equipme nt I need toe xpand or to re pl: ice obsolete mac hine ry in 
our plant. 

Now let’s see what I could do with these taxes if any or all were to 
be eliminated. 

Normal tax of $22,500 or a down payment of $20,000 on a nice 
lathe to swing around 27 inches is diameter and 10 to 12 feet in length. 
With this lathe I could take on more work, hire more men. 

Surtax of $11,000, a medium-sized drill press or a smaller lathe. 

Excess-profits tax of $15,000, a heavy drill press or a turret lathe. 
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Total tax of $48,500, a vertical boring mill with a 5-inch bar. Gen- 
tlemen, no fooling, I could use this machine today, as we have had to 
turn more work down because we did not have this item. 

I realize that we must have taxes and I am not against paying 
them, but you can see that, with the rates we are paying, the question 
of expanding is out as far as I am concerned. What I am going to 
say from now on, I know is a controversial issue, but I am a firm 
believer in it. 

I am also a firm believer in fair and equal oa for a concern 
which makes a profit, whoever they may be. I do not believe in 
favoritism for one group over another. Yes, gentlemen, I am refer- 
ring to cooperatives and the like. In the past the idea that coopera- 
tives were not corporations has been exploded by the staffs of the 
United States Treasury and the Joint Committee on Internal Revenue 
Taxation. According to this report, Congress has the right to tax 
these cooperatives the same as any other corporation. 

[ ask you then, why is it that, when the Government needs money 
to run it and to defend this country, the cooperatives are not taxed 
and at the same time other taxable corporations have had their taxes 
raised, Why should not all be taxed equally to pay for the running 
and defending of this country? This is their Government and their 
country as muc h as it is mine and as much as it is any other busi- 
nessman’s in this country. I have been told that cooperatives are 
now taxable—if so, it is a step in the right direction, but at the same 
tine I have heard that if they pay any “tax it is small in comparison 
to other taxed corporations. 

[ am convinced that if the cooperatives and businesses owned by 
educational and religious organizations were taxed at the same rate 
as other businesses, no raises in rates of taxes would have been needed. 
I am strongly in favor of fair and equal taxation for business, whether 
they are small or large, but this idea of favoritism in taxation is wrong 
for our system of free and independent enterprise. 

I wish to thank this committee for allowing me this opportunity to 
prese nt my views on taxation. 

The CuHaman. Thank you, Mr. Kaltenbach. 

Mr. Brush, do you want to ask any questions? 

Mr. Katrenpacu. I would like to add that I am equally in favor of 
having optional depreciation rate for each individual company. Let 
them decide what rates of depreciation they should take. I think that 
would help a lot, but I also believe that while the excess-profits tax 
would help, in our case we pay more normally in surtax than we do 
in excess-profits tax. So I believe any cut in the normal tax would 
also be a bigger help than the cut in the excess-profits tax. I may be 
wrong. 

The Cuatrman. Well, that’s because—I was trying to recall those 
figures as you gave them to us. 

Mr. Kaurenpacu. Normal tax is $22,500. 

The Crarrman. And that’s your normal tax, and a surtax of 
$11,000. Then your excess-profits tax is $15,000. 

Mr. Kaurenpacn. That’s the information our accountant gave me. 

The Catan. Which means that your normal surtax would be 
about $33,000? 

Mr. Karrensacn. Yes. 
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the Caiman. Whereas your excess-profits tax will be about 
$15,000. In other words, you pay nearly twice as much in normal sur- 
tax as you do in—— 

Mr. Kaurennacu, That’s right. 

The Cuatrman. Well, thank you very much, s 


Mr. Jedlicka. 


TESTIMONY OF WILLIAM JEDLICKA, CERTIFIED PUBLIC 
ACCOUNTANT, CLEVELAND, OHIO 


Mr, Jepuicka, My name is William Jedlicka. Iam a certified pub- 
lic accountant. My practice is devoted entirely to small businesses. I 
have tried to induce a number of my clients to come up here to testify 
for you-— 

The Cnatrman. Your place of business is in Cleveland ? 

Mr. Jepuicka. In Cleveland; yes. Thank you. 

I tried to induce a number of my clients to come up here to testify, 
but I have run into the problem that some of the other men have men- 
tioned here, that some of these small businesses are closely held cor- 
porations, and there is a reluctance to reveal information. In addi- 
tion to that, there is also the problem of the small-business man get- 
ting away from his business for anything but the most urgent of 
matters. 

So I have polled them to see what kind of tax relief they consider 
most desirable. I found that there is a considerable agreement of 
opinion on this type of relief, namely, that the amount of profit up 
to $25,000 reinvested in business should be allowed as an income-tax 
reduction. Now, this can be measured by the increase in total common 
cash assets (excluding loans to stockholders and investments) less the 
increase in liabilities and new capital. 

Now, the comparison to determine the amount of increase should be 
between the current year-end combined net amount of the above items 
and the prior year-end combined net amount of the above items, or 
to state the proposal in another way, the business should get a deduc- 
tion for the full amounts of its profit up to $25,000, except for the 
portion of profit that is (A) left in the cash account, (B) loaned to 
other businesses or to individuals, including stockholders (except notes 
receivable arising out of regular sales), (C) paid out as drawings of 
the proprietor or partners, (D) paid out in dividends to stockholders, 
or (KE) used by the business to purchase investments in other com- 
panies, 

Now, this proposal is somewhat akin to the flexible depreciation pro- 
posal that has been advanced by a number of people, but it is some- 
what broader. That is, where flexible depreci iation benefits only the 
business which invests its profits in plant and equipment, this proposal 
benefits businesses which invest their profits in any kind of business 
asset (except cash and securities). 

Now, not all business expansion requires additional equipment. 
That de »ypends on what level of an expansion cycle you are in. Ex- 
pansion goes by a series of plateaus, as far as fixed assets are con- 
cerned, but all’ business expansion does require additional working 
capital at whatever stage of the cycle of plateaus you are in. 

Now, this proposal is designed to help not only those small businesses 
whose exp: ansion makes necessary an increase in fixed assets, but also 
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those small businesses whose expansion results only in increased work- 
ing capital requirements. In this connection it is pertinent to know 
that inflation itself creates the need for additional working capital to 
finance the same physical volume of sales. 

Those conclude my remarks to your committee. Thank you for the 
opportunity. 

The Cuarrman. Any questions, Mr. Brush ? 

Mr. Brusu. No. 

The Cuatrrman. Thank you very much, Mr. Jedlicka. Anyone else 
to be heard or wishing to add any remarks to anything that was said ? 

Mr. Kavrennacn. Yes, Senator Sparkman, I was wondering : about 
this double taxation on dividends. Is there any relief on that thing? 

The CHairman. I don’t know. I think I mentioned that here this 
morning, or perhaps it was at lunch, that it is certainly one thing that 
1 would like to see put into effect. I think it would go a long way 
toward removing some of the inequities that we have in our tax laws 
today, not only as it related to small business, but as it relates to all 
business. 

I feel certain that some day it will be put into effect. I don’t know 
when. The sooner the better. 

Mr. Corterr. Senator Sparkman, I would just like to say one word. 
I have attended a great many hearings of this sort, and I think this is 
one of the most pleasant, nicest hearings I have ever attended. 

The Cuatrman. Thank you. We appreciate that very much. We 
are trying to learn. 

Mr. Corterr. I understand. 

The Cuarrman. Well, if there is no other witness, if we have run 
out of grist, we will close down the mill. T appreciate the attendance 
of all of you here. 


(Whereupon, at 3:05 p. m., the hearing in the above-entitled matter 


was closed. ) 
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